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Part II} 
By LELAND T. ATHERTON” 


EGINNING with the Revenue Act of 1921, Con- 
B gress provided generally that gain or loss should 

be recognized from all exchanges and then speci- 
fically excepted certain exchanges in which it did not 
desire to tax the gain or allow the loss as a deduction. 
These exceptions were covered by Section 203 of that 
act. Exceptions substantially the 
same were reenacted in Section 203 
of the Revenue Acts of 1924 and 
1926, and Section 112 of the Rev- 
enue Act of 1928. 


Undoubtedly, the general purpose 
of Section 112 of the Revenue Act 
of 1928, like similar provisions of 
the prior acts, is to defer the recog- 
nition of taxable gain and deducti- 
ble loss in transactions where there 
has been no substantial change but 
only a change in form in the prop- 
erty received in an exchange. 

In other words, Congress has evi- 
dently intended to ignore the inter- 
mediate steps in connection with 
such transactions and to recognize a 
taxable gain or deductible loss, if 
any, resulting only when cash or sub- 
stantially different property having a 
market value in excess of the value 
of the property exchanged has been 
actually received as a result of the 
consummation of the transactions. 

It is important to note that the sections of the act 
relating to reorganizations do not include the purchase 
and sale of property or capital stock. The exceptions 
relating to tax free transactions exclusively refer to 
exchanges. The General Counsel for the Bureau of 
Internal Revenue in G. C. M. 2862, [Cumulative Bul- 
letin VII-1 at page 161] covers the situation explicitly. 


*“Of Chadbourne, Hunt, ge & Brown, Attorneys at Law, New 
York City; member of the Bar of the State of New York and of the 


District of Columbia; formerly Chief Conferee, Income Tax Unit; 
Washington, D. C. 


tPart I appeared in the August, 1929, issue, pp. 299-302. 
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It should be noted that in the statutory definition 
of a reorganization as it appears in the Revenue Act 
of 1928 the word “means” is used instead of the word 
“includes.” The word “includes” was used in the Act 
of 1921, but in the Acts of 1924 and 1926 it was 
changed to “means.” Article 577 of Income Tax 
Regulations 74, however, has adopt- 
ed the expression “includes” ; and, in 
addition, explains that the definition 
is not an all-inclusive one, but simply 
enumerates certain cases with re- 
spect to which doubt might arise. 
Undoubtedly, under the Act of 1921, 
every business readjustment which 
might have come within the gener- 
ally accepted notion of what consti- 
tutes a reorganization was within the 
statute. Notwithstanding the Treas- 
ury’s broad interpretation of the 
definition, the writer believes that it 
is advisable to bear in mind that the 
use of the word “means” in the 
present Act instead of the word “in- 
cludes” might be interpreted as in- 
dicating an intention to restrict the 
statutory definition of reorganiza- 
tion to what follows after the word 
“means.” 

If the definition of “reorganiza- 
tion” under the revenue act is an- 
alyzed, it will be observed that the 
term comprehends those business readjustments com- 
monly referred to by business men as mergers and con- 
solidations without regard to the technical significance 
of the terms. Technically speaking, mergers and con- 
solidations are defined in the statutes of the various 
states relating to business corporations, and certain 
statutory requirements have to be met to accomplish a 
merger or consolidation. Usually the statutes do not 
permit mergers or consolidations between a domestic 
corporation and corporations organized under the laws 
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of another state or foreign country ; although in some 
states they are permitted if the foreign corporation has 
been qualified to do business in the state of origin of 
the domestic corporation. 

But all that is requisite to constitute a reorganiza- 
tion under the revenue act is for one corporation to 
acquire at least 51 per cent. of the voting stock and 
at least 51 per cent. of the total number of shares of 
all other classes of stock of another corporation, oz 
substantially all the properties of another corporation. 
When such acquisitions take place, business men usu- 
ally refer to them as mergers and consolidations even 
though they may not be technically recognized as such 
under the statutes of the several states. 


A casual reading of subdivisions (A) and (B) of 
Section 112(i) (1) of the statute may indicate that 
they are inconsistent, but the General Counsel for the 
Bureau of Internal Revenue in G. C. M. 1753 [C. B. 
VI-1, at page 139] points out that the two subdivisions 
are not inconsistent. He holds that one subdivision 
supplements the other. He illustrates his viewpoint by 
stating that a transfer of all the assets of a corpora- 
tion constitutes a reorganization under the second part 
of definition (A) irrespective of the element of 80 
per cent. control demanded by definition (B); and 
that, a transfer of but a part of the assets of a cor- 
poration can never, of itself, result in a reorganization 
under subdivision (A), but that it does result in a re- 
organization under subdivision (B) if there is present 
an additional element, namely, immediate control of 
the transferee corporation by the transferor or its 
stockholders, or both. It is significant that the Gen- 
eral Counsel states that “the fact that the new corpora- 
tion was formed to take over the assets of the old 
company does not take the exchange from without the 
purview of the section.” This is important because 
corporations purposely organized to bring transac- 
tions within the tax-free exceptions of the revenue 
act are thus officially recognized as valid means of 
avoiding tax liability. 

An interesting decision by the United States Circuit 
Court of Appeals for the 8th Circuit in the case of 
John G. Lonsdale v. Commissioner of Internal Rev- 
enue [32 Fed. (2d) 537, C. C. H—D9197] discusses 
what is and what is not a corporate reorganization un- 
der the Federal Income Tax Law. The court held 
that a reorganization within the meaning of Section 
203 (c) and (h) of the Revenue Act of 1924 [now 
Section 112 (g) and (i) of the present Act] was not 
effected where a cash dividend declared by a national 
bank was used to purchase stock of a trust company 
organized to carry on business which the national bank 
was not authorized to do under an agreement between 
dividends payable to them to be so used. The language 
the bank and the majority of its stockholders to allow 
used by the court is significant. It said: 


Referring now to the claim of reorganization whereby it is 
urged that the transaction falls within the terms of Section 
203 of the Revenue Act of 1924 * * *, it will be observed that 
the procedure adopted does not conform to controlling fea- 
tures of the provisions of that act. This section obviously has 
reference either to a complete reorganization of the original 
corporation by a transfer of its entire assets to another, then 
existing or newly organized, or to a transfer of a part of the 
assets in such manner that the corporations may thereafter 
be under one control and may be operated substantially as 
one in the prosecution of their business. It cannot properly, 
and does not, we think, refer to the organization of an inde- 
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pendent company—although with substantially the same stock- 
holders and officers—which is authorized by its charter to 
transact business and engage in dealings which are prohib- 
ited to the original corporation. It will be observed that both 
corporations operate independently along the lines prescribed 
in their charters and recognized by the laws of their existence, 
Furthermore, the act in question presumes a transfer of as- 
sets by the corporation itself. It does not include the appli- 
cation of dividends which, when declared, are the property 
of the stockholders. If the new company be considered a re- 
organization of the bank, or that the two companies standing 
together constitute such a reorganization, and such a unit of 
corporate existence, then the bank is thus indirectly empow- 
ered to do that which in the petition of appellant it is 
conceded to be without authority to do. No theory of re- 
organization which involves necessarily such a palpable 
evasion of law can be indulged. * * * 

Another. interesting situation is discussed in G. C. M. 
916 [VI-1 C. B. 135]. The M Company owned all 
the shares of outstanding stock of the O Com- 
pany. A court decree ordered the severance of the 
relationship between the two companies, and directed 
that the M Company’s interest in the stock of the O 
Company be transferred to trustees for disposition 
as therein provided. The decree was promptly exe- 
cuted, and the M Company issued to its own stock- 
holders assignable subscription rights for shares of 
interest in the O Company stock equal in number to 
the shares of the M Company stock then held. It 
was held that the distribution did not come within the 
provisions of Section 203 (c) of the Act of 1924 [now 
Section 112 (g) of the present Act], but was a taxa- 
ble dividend to the distributees. 


The General Counsel based his holding on the find- 
ing that the M Company was not involved in a merger 
or consolidation; it did not acquire a majority of the 
stock or substantially all of the properties of another 
corporation, nor did any other corporation acquire a 
majority of its stock or substantially all of its prop- 
erties; the M Company did not transfer any of its 
assets to another corporation which it or its stockhold- 
ers, or both, controlled after such transfer; there was 
no recapitalization of the M Company, as the term 
is commonly understood; and no change in its iden- 
tity, form, or place of organization was effected. The 
various transactions amounted merely to a disposition 
by the M Company of part of its assets to or for the 
benefit of its stockholders. The M Company was not 
a party to a reorganization within the terms of Sec- 
tion 203 (h) of the Act of 1924, [now Section 112 (i) 
of the Act of 1928.] 


In G. C. M. 7285 [Internal Revenue Bulletin IX-1, 
at page 3] it was held that the transfer by A on Jan- 
uary 1, 1927, of a majority of the voting stock and 
of all other classes of stock of the M Company to 
the N Company in exchange for its entire capital stock, 
and the transfer by the N Company of the same block 
of stock to the O Company in exchange for 75 per 
cent. of the stock of the latter company, constituted 
reorganizations within the meaning of Section 203 (h) 
1(A) of the Revenue Act of 1926. As has been 
pointed out before, Section 203 (h) 1 (A) corresponds 
to Section 112(i) 1 (A) of the present act. The Gen- 
eral Counsel held that no taxable gain or loss resulted 
from the first transaction in which A transferred two 
blocks of stock of the M Company to the N Com- 
pany under Section 203 (b) (4) of the Act of 1926. 
This would also be true under the corresponding Sec- 
tion 112 (b) (5) of the Act of 1928. 
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Furthermore, it was also held that no taxable gain 
resulted from the subsequent sale by the O Company 
of the stock of the M Company under Section 204 
(a) 6 of the Act of 1926, because that subdivision of 
the statute does not by its terms apply to property 
acquired by a corporation by the issuance of its own 
stock as consideration for the transfer of the property 
to it. So also, this would necessarily be the ruling 
under Section 113 (a) 6 of the Revenue Act of 1928. 


But, it is important to note that although the ruling 
held that under Section 204 (a) 8 of the Revenue Act 
of 1926, the basis of the stock of the M Company 
in the hands of the N Company and the O Company 
was the cost of the stock to them, and not the cost 
or other basis of the stock in the hands of A, the situ- 
ation under Section 113 (a) 8 of the present act would 
be different. The reason for this distinction is that 
Section 113 (a) 8 of the present act omits the words 
“other than stock or securities in a corporation a partv 
to the reorganization” which were included parentheti- 
cally in Section 204 (a) 8 of the earlier act. Under 
the present act, the basis would revert back to the 
cost of the stock in the hands of A. 


Recapitalization 


Another corporate readjustment which is recognized 
as a reorganization under subdivision (C) of Section 
112 (1) of the Revenue Act is “a recapitalization.” The 
Solicitor of Internal Revenue in S. M. 3710 [C. B. 
IV-1, at page 4] defines the term “recapitalization” as 
used with reference to a reorganization. He states 
it signifies an arrangement whereby the stock and 
bonds of the corporation are readjusted as to amount, 
income, or priority, or an agreement of all stockhold- 
ers and creditors to change or decrease the capitali- 
zation or debts of the corporation, or both. 


The Solicitor’s definition was given in connection 
with an opinion rendered as to whether an exchange 
of shares of preferred stock of the M Company for 
shares of the common stock of the same corpora- 
tion resulted in a taxable gain or deductible loss under 
Section 203 (b) (2) of the Revenue Act of 1924 which 
corresponds to Section 112 (b) (3) of the present law. 

The Solicitor held in that case the exchange of pre- 
ferred stock having certain priorities with reference to 
the amount and time of payment of dividends and the 
distribution of corporate assets upon liquidation for 
common stock having no such rights involved a 
material change in the capital structure of the cor- 
poration and therefore came within the commonly ac- 
cepted meaning of recapitalization. No gain or loss 
was accordingly recognized under the provisions of the 
statute mentioned. 


The above opinion is important in that it indicates 
one of the tax-free exchanges which may be accom- 
plished under Section 112 (b) (3) of the act. 

The statute also states that a mere change of iden- 
tity, form, or place of organization, however effected, 
is a reorganization. [Section 112 (i) (1) (D)]. 


Parties to a Reorganization 


As it is absolutely necessary to understand what 
constitutes a reorganization, and who are deemed par- 
ties to a reorganization, in order to determine whether 
or not a contemplated transfer or exchange comes 
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within the statutory exceptions, Section 112 (i) of the 
statute will be examined. This provision reads: 


(i) Definition of reorganization—As used in this section 
and sections 113 and 115— 

(1) The term “reorganization” means (A) a mer- 
ger or consolidation (including the acquisition by one cor- 
poration of at least a majority of the voting stock and 
at least a majority of the total number of shares of all 
other classes of stock of another corporation, or substan- 
tially all the properties of another corporation), or (B) 
a transfer by a corporation of all or a part of its assets 
to another corporation if immediately after the transfer 
the transferor or its stockholders or both are in control 
of the corporation to which the assets are transferred, or 
(C) a recapitalization, or (D) a mere change in identity, 
form, or place of organization, however effected. 

(2) The term “a party to a reorganization” includes 
a corporation resulting from a reorganization and includes 
both corporations in the case of an acquisition by one 
corporation of at least a majority of the voting stock 
and at least a majority of the total number of shares of 
all other classes of stock of another corporation. 


It is hardly necessary to discuss the statutory defi- 
nition of the term “a party to a reorganization,” other 
than to say that the definition given in Section 112 
(1) (2) of the statute is not an all-inclusive one. 
Whenever two or more corporations acquire capital 
stock or property under circumstances that bring the 
transactions within the statutory definition of a reor- 
ganization as hereinabove discussed, all of the corpora- 
tions participating become parties to the reorganiza- 
tion. Individuals, estates and partnerships do not 
come within the definition. Furthermore, corporations 
organized under the laws of a foreign country may 
become parties to a reorganization within the terms of 
the statute. It is advisable, however, for tax prac- 
titioners to admonish their clients that Congress may 
enact retroactive legislation excluding corporations or- 
ganized under the laws of foreign countries from the 
benefits of the reorganization provisions of the statute. 


In order to effect a tax-free exchange, it is usually 
necessary to accomplish a reorganization as defined in 
Section 112 (i) of the act. After such a reorganiza- 
tion has been provided for, the plan should further 
provide for the carrying out of the subsequent transac- 
tions so that the exchanges and transfers come within 
the statutory exceptions described in subdivisions (b) 
(3), (b) (4), and (g) of Section 112, with due 
regard to the conditional limitations mentioned in sub- 
divisions (c) and (d) of the same section. Transac- 
tions described in subdivision (b) (5) of Section 112 


are tax-free although no reorganization is accom- 
plished. 


It is impracticable within the limitations of this arti- 
cle to illustrate many transactions which it is believed 
may be accomplished under the reorganization provi- 
sions of the statute without incurring income tax 
liability. An interpretation of some of the most im- 


portant provisions have been illustrated. Others will 
be discussed later. 


What Constitutes Control Within the Terms 
of Section 112 (i) 


The Board of Tax Appeals in the Appeal of Fed- 
eral Grain Corporation [18 B. T. A. 242, at page 248] 
discusses what constitutes control under Section 203 
(i) of the Revenue Act of 1924. The language of the 
statutory provision referred to is identical with that 
of Section 112 (i) of the present act so that the 
Board’s comments, although only dicta, are signifi- 
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cantly helpful in interpreting Section 112 (i) of the 
present act. The Board remarked: 

Section 203(i) of the Revenue Act of 1924 defines the word 
“control” to mean “the ownership of at least 80 percentum of 
the voting stock and at least 80 percentum of the total number 
of shares of all other classes of stock of the corporation.” In 
other words, the term “control” relates to “ownership” and 
has no bearing upon the actual control over the corporate af- 
fairs which a stockholder exercises through his vote; 


While, of course, the above quotation is merely dicta, 
it is an important interpretation of the statute. The 
case should be read because it indicates possible inter- 
pretations of the reorganization provisions of the 
statute, and the apparent effects of different interpreta- 
tions on transactions coming within these provisions 
of the statute. Certain individuals had acquired the 
assets of the petitioner and in turn transferred them 
to it, and received in exchange therefor an equitable 
interest in its capital stock subject to a voting trust. 
Petitioner contended that the individuals were not in 
control of the corporation immediately after the ex- 
change as contemplated by Section 203 (b) (4) of the 
Act of 1924,which is now Section 112 (b) (5) of the 
Act of 1928. This section reads: 

(5) Transfer to Corporation Controlled By Transferor.— 
No gain or loss shall be recognized if property is transferred 
to a corporation by one or more persons solely in exchange 
for stock or securities in such corporation, and immediately 
after the exchange such person or persons are in control of 
the corporation; but in the case of an exchange by two or 
more persons this paragraph shall apply only if the amount of 
the stock and securities received by each is substantially in pro- 
portion to his interest in the property prior to the exchange. 

Petitioner sought to establish that control did not 
exist so that it could step-up the basis of certain ac- 
counts receivable acquired from the individuals to their 
market value as of the date the corporation acquired 
them. If petitioner’s contention had been sustained, 
no taxable gain or loss would be realized when it col- 
lected the accounts. 

The Board held that despite the so-called trustee- 
ship the transferors enjoyed all the fruits of ownership 
of the stock except possibly the right to possession of 
the certificates and the right to vote for a period of 
years, which in the Board’s opinion did not affect 
the “control” of the stock within the meaning of the 
statute. 

It will be interesting to read a Board’s decision 
interpreting “control” as used in Section 113 (a) (7) 
of the Revenue Act of 1928. Perhaps the Board will 
similarly hold that “control” in Section 113 (a) (7) 
means ownership, and that persons who transfer prop- 
erty to a corporation for 79 per cent. of its voting stock 
and thus obtain control of the board of directors, do 
not by that circumstance alone continue after the 
transfer to have an interest or control in the prop- 
erty transferred sufficient to prevent the transferee 
corporation from obtaining the benefit of a stepped-up 
basis for the property so acquired. Many reorganiza- 
tion plans through which it was sought to accomplish 
a stepped-up basis for property transferred depend on 
the interpretation of Section 113 (a) (7) of the stat- 
ute. G. C. M. 7472 [Internal Revenue Bulletin [X-11, 
at page 4] under subdivision VI discusses control with- 
in the terms of Section 204 (a) 7 of the Revenue Act 
of 1926, which corresponds to Section 113 (a) 7 of the 
present act. The discussion in G. C. M. 7472 reads 
as follows: 


* * * The statute contains no definition of the mean- 
ing of the phrase “interest or control in such property 
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of 80 per centum or more.” The term “control” in its 
ordinary connotation implies that which is unitary and in its 
nature indivisible, and hence not capable of being expressed in 
terms of a percentage. But the statute clearly expresses an in- 
tention that the phrase “of 80 per centum or more” shall 
limit both “control” and “interest.” Since either “an interest 
* * * in such property of 80 per centum or more” or a “con- 
trol in such property of 80 per centum or more” clearly satis- 
fies Section 204(a)7, it will here be sufficient to determine the 
meaning of “an interest * * * in such property of 80 per centum 
or more.” 

The term “interest” is a very broad one, clearly much 
broader than the term “ownership,” and since it is used in a 
provision having reference only to property owned by a cor- 
poration and acquired in connection with a reorganization 
(commonly, if not universally, in connection with a transfer 
by one corporation to another, and thus a change of owner- 
ship from one corporation to another), the conclusion is irre- 
sistible that the term in Section 204(a)7 is used to designate 
that ultimate or beneficial species of rights, in the nature of 
ownership, which the individual shareholder has in prop- 
erty the direct ownership of and the beneficial and legal title 
to which is in a corporation of which the individual is a share- 
holder. Any other construction would render the statute to- 
tally meaningless, for if the statute contemplates ownership, 
either legal or equitable, it is obvious that the acquiring cor- 
poration has the whole legal and equitable ownership, and 
accordingly no interest or control of any percentage can be 
said to remain in anyone “immediately after the transfer.” It 
must be noted further that the requirement of the statute is 
merely that “an interest or control in such property of 80 per 
centum or more * * * [remain] in the same persons or any of 
them.” The statute is, therefore, satisfied if among those hav- 
ing an ultimate beneficial right in the property “immediately 
after the transfer” there is a single person who before the 
transfer had at least 80 per centum of the ultimate beneficial 
right in the property and “immediately after the transfer” still 
had an 80 per centum ultimate beneficial right in the property. 

Likewise the statute is satisfied if among those persons hav- 
ing an ultimate beneficial right in the property “immediately 
after the transfer” there is a group of persons who immedi- 
ately before the transfer possessed an ultimate beneficial right 
of at least 80 per centum and “immediately after the transfer” 
still possessed an ultimate beneficial right of at least 80 per 
centum. The statutory language is clear—‘an interest * * * 
in such property of 80 per centum or more remained in the 
same persons or any of them.” If among those who possessed 
both immediately before the transfer an ultimate beneficial 
right in the property and “immediately after the transfer” an 
ultimate beneficial right in the property there is a group of 
persons who collectively possessed immediately before the 
transfer at least 80 per centum of the ultimate beneficial right 
in the property and “immediately after the transfer” at least 
80 per centum of the ultimate beneficial right in the property, 
the statute is satisfied. The statute does not purport to re- 
quire that each member of such a group shall possess both 
before and after the transfer the same percentage of the whole 
ultimate beneficial right in the property; it merely requires 
that “an interest * * * in such property of 80 per centum or 
more remained in the same persons or any of them.” 

Neither the legislative history of the statute nor its context, 
nor the legislative history nor the context of the some- 
what similar provision appearing in Section 331 of the Rev- 
enue Act of 1921 and Section 331 of the Revenue Act of 1918, 
affords any basis for the conclusion that Congress intended 
that not only should “an interest * * * in such property of 
80 per centum or more [remain] * * * in the same persons 
or any of them,” but also that each of such persons should, 
both before and after the transfer, possess the same percent- 
age of the ultimate beneficial right (“interest”) in the 
property. 

In the Appeal of David Williams, (15 B. T. A. 
227), the Board of Tax Appeals rendered an opinion 
which expresses its interpretation of Section 203 (d) 
(1) and Section 203 (b) (2) of the Revenue Act oi 
1926. The corresponding provisions of the Revenue 
Act of 1928 are Section 112 (c) (1) and Section 112 
(b) (3). This is a most important decision because 
it holds, contrary to the generally accepted interpreta- 
tion of those provisions of the statute, that the under- 
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lying bonds of a corporation a party to a reorganization 
are “other property” when received in exchange for 


stock in another corporation a party to the reorgani- 
zation. 


In the Williams case, the Red Cliff Land & Lumber 
Co., Ltd., transferred all its assets to the Alberni- 
Pacific Land & Lumber Co. in exchange for 24,000 
shares of the capital stock of the latter company. The 
petitioner who owned 275 shares of the capital stock 
of the Red Cliff Land & Lumber Co. thereafter sur- 
rendered his shares to the liquidating committee of 
said company and received in exchange therefor 1653 
shares of capital stock of the existing Alberni-Pacific 
Land & Lumber Co. In 1925, pursuant to a plan of 
reorganization in which a “new” Alberni-Pacific Lum- 
ber Co., Ltd., acquired the properties of the old com- 
pany of the same name, the petitioner sold his stock 
in the old company for $131,413.50, of which $69,426 
was paid in cash, and $61,987.50 was represented by 
bonds of the purchasing corporation, which had a mar- 
ket value of 90 per cent. of their face value at that 
date. This purchasing corporation was the “new” 
Alberni-Pacific Co. mentioned above. 


The Commissioner of Internal Revenue included the 
market value of the bonds in determining the taxable 
gain to petitioner. The petitioner maintained that, in- 
asmuch as the transaction was one that involved an 
exchange of corporate stock for securities in another 
corporation, such securities should be excluded from 
such consideration under Section 203 (d) (1) of the 


Revenue Act of 1926, now Section 112 (c) (1) of 
present law. 


The section cited reads: 


If an exchange would be within the provisions of para- 
graphs (1), (2), or (4) of subdivision (b) if it were not for 
the fact that the property received in exchange consists not 
only of property permitted by such paragraph to be received 
without recognition of gain, but also of other property or 
money, then the gain, if any, to the recipient shall be recog- 
nized, but in an amount not in excess of the sum of such 
money and the fair market value of such other property. 


The Board said: 


Petitioner further contends that respondent erred in in- 
cluding in his determination of taxable gain to petitioner from 
the sale of his Red Cliff corporation stock the bonds received 
as part of the sales price, claiming that, inasmuch as this 
transaction was one that involved an exchange of corporate 
stock for securities in another corporation, such securities are 
excluded from such consideration under Section 203(d) (1) 
of the Revenue Act of 1926. 


The section cited provides: 


“If an exchange would be within the provisions of para- 
graph (1), (2), or (4) of subdivision (b) if it were not for 
the fact that the property received in exchange consists not 
only of property permitted by such paragraph to be received 
without recognition of gain, but also of other property or 
money, then the gain, if any, to the recipient shall be recog- 
nized, but in an amount not in excess of the sum of such 
money and the fair market value of such other property.” 

From a careful study of the above section in connection 
with paragraphs (1), (2) and (4) of Section 203, it is seen 
that it provides the one exception in this entire section that 
authorizes the inclusion of securities taken in such transactions 
as we have under consideration here in the computation of 
taxable gain. 


Paragraphs (1), (2) and (4) deal exclusively in transac- 
tions where property other than money is involved, and ex- 
empt all such as fall within the classes therein described from 
gain or loss consideration. Other transactions, however, were 
considered, wherein the holder of corporation stock might 
partially liquidate his interests and take both cash and stock, 
or other corporate property in exchange therefor. Hence, the 
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addition of paragraphs (d) (1), which takes such out of the 
exempted classes enumerated in paragraphs (1), (2) and (4) 
by providing that in such cases the gain to recipient, if any, 
shall be recognized, but in an amount not in excess of the 
sum of the money and the fair market value of the other 
property received. It is clear that in this determination the 
respondent followed the law. 

_ The writer is informed that the taxpayer is prepar- 
ing an appeal to the United States Circuit Court of 
Appeals from the Board’s decision. Taxpayers who 
contemplate exchanges under Sections 112 (b) (3) and 
112 (c) (1) of the present law should be careful to 
accomplish the transactions by exchanging capital stock 
for capital stock, or bonds for bonds, otherwise they 
will undoubtedly find that the Commissioner of Inter- 
nal Revenue will insist upon making adjustments to 
taxable net income to correspond to the Board’s deci- 
sion in the Williams appeal. 


While we are discussing subdivision (c) of Section 
112, let us consider a question which arises in connec- 
tion with the interpretation of paragraph (2) of that 
subdivision. This paragraph reads: 

(2) If a distribution made in pursuance of a plan of re- 
organization is within the provisions of paragraph (1) of this 
subsection but has the effect of the distribution of a taxable 
dividend, then there shall be taxed as a dividend to each dis- 
tributee such an amount of the gain recognized under para- 
graph (1) as is not in excess of his ratable share of the 
undistributed earnings and profits of the corporation accumu- 
lated after February 28, 1913. The remainder, if any, of the 


gain recognized under paragraph (1) shall be taxed as a gain 
from the exchange of property. 


Income Tax Regulations 74, Article 575, is intended 
to illustrate the Treasury Department’s interpretation 
of the paragraph now under consideration. Example 
(2) is as follows: 

Example (2): The X Corporation has a capital of 
$100,000 and earnings and profits of $50,000 accumulated since 
February 28, 1913. The X Corporation in 1928 transfers all 
its assets to the Y Corporation in exchange for the issuance 
of all of the stock of the Y Corporation and the payment of 
$50,000 in cash to the shareholders of the X Corporation. A, 
who owns one share of stock in the X Corporation, for which 
he paid $100, receives a share of stock in the Y Corporation 
worth $100 and in addition $50 in cash. A will be liable to 
the surtax on $50. 

The illustration in example (2) is undoubtedly correct, 
because the premises assume that the X Corporation 
had earnings and profits of $50,000 accumulated since 
February 28, 1913. Therefore, stockholder A’s share 
of such profits when distributed to him should be 
taxed as an ordinary dividend subject only to surtax. 


On the other hand, a situation might arise where 
a corporation has valuable property but no surplus 
earnings and profits accumulated since February 28, 
1913, it having previously distributed them, or other- 
wise used them in its business. Let us assume the 
corporation’s physical properties have appreciated in 
value in the amount of $75,000 over their cost, and 
that it has a capital of $100,000. Now let us further 
assume that this corporation transfers all its proper- 
ties (which cost $25,000, and at the date of transfer 
have a market value of $100,000) to the Y Corpora- 
tion in exchange for all of the stock of the Y Corpo- 
ration and the payment of $50,000 in cash to the share- 
holders of the transferor corporation. A, who owns 
one share of stock in the transferor, for which he paid 
$100, receives a share of stock in the Y Corporation 
worth $100 and $50 in cash. Query: Should the cash 


(Continued on page 235) 
















































































































































































































































































the subject of Federal taxation at this ses- 

sion of the United States Chamber of Com- 
merce, I was reluctant to accept, for I knew that 
what you would want to hear was a statement of 
what might be expected in the field of Federal taxa- 
tion in the immediate future, and with that wish I 
am unable to comply. The proper time for the 
Treasury to submit a program is at the December 
session of the Congress, and it is idle to anticipate 
the formulation and presentation of such a program 
by indulging in speculations many months in 
advance. Generally speaking, busi- 


Wit s your President invited me to discuss 


The Fedetal Tax Basie Octlodk 


By OcpEN L. MILts* 


endar year 1929, and even after the tax reduction 
will be substantially in excess of collections during 
the calendar year 1928. Corporate income tax col- 
lections, adjusted to make allowance for the one 
per cent reduction in rate, should exceed collections 
in 1929 by about 5 per cent, and actual collections 
at the reduced rate will only fall short of 1929 
collections by less than $30,000,000. These figures 
do not include back tax collections. In other words; 
1929 was evidently an exceedingly prosperous year 
for corporations, and even individual incomes re- 
ported for income tax purposes do not appear to 
have fallen off by much more than 





ness conditions are subject to fairly 
rapid and important changes, with 
consequent effects on the revenues. 
Under the most favorable condi- 
tions it is difficult enough to esti- 
mate revenues accurately, and you 
will understand our natural desire 
to postpone our estimates until the 
last possible moment so as to have 
at our disposal all available data. 
All of this is true under even the 
most normal and favorable condi- 
tions. It is all the more true under 
present circumstances and during 
a period of transition. I am not, 
therefore, going to discuss imme- 
diate prospects, and the Treasury 
Department will have nothing to 
say on this subject until its formal 
recommendations are submitted to 
the Congress next Fall. 

March collections make it pos- 
sible to appraise the income base 
on which taxes for the remainder 
of the current year will be paid. If I refuse to 
hazard a guess as to the future, I think I can say 
that we are well satisfied with the revenue pros- 
pects in so far as receipts during the present cal- 
endar year are concerned, though customs duties 
are, for the present at least, disappointing. The 
one per cent reduction in the normal income tax rate 
for this calendar year was clearly justified, though 
I admit it took some courage to make the recom- 
mendation when you consider the enormous diffi- 
culty of estimating the revenues under the condi- 
tions which prevailed last November. As a matter 
of fact, we appear to have estimated income tax 
collections for the fiscal year 1930 with extraordi- 
nary accuracy. We anticipate collections aggre- 
gating about $2,400,000,000. Our estimates came 
within five or ten million dollars of this figure. 
Income tax collections from individuals during the 
present calendar year, if the effect of the one per 
cent reduction be eliminated, will show a falling 
off of about 8 per cent as compared with the cal- 
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8 per cent as compared with the 
record year of 1928. 

We will close the present fiscal 
year on June 30th next with a mod- 
erate surplus. What the financial 
situation of the Government will be 
at the end of the following fiscal 
year, will be determined in large 
measure by the events of the next 
few months, always remembering 
that the revenues for the first six 
months of the fiscal year 1931 have 
in the main been determined by in- 
come tax returns for the calendar 
year 1929, which, as I have indicat- 
ed, are ncw known to have been 
satisfactory. What course events 
are to take,-remain to be seen. 

And now, if you will go along 
with me to the extent of divorcing 
anything I have to say from the 
thought of a program realizable in 
the immediate future, I should like 
to outline, in a general way, some 
ideas of my own as to the ultimate improvement of 
our income tax system. In doing so I do not want 
to speak officially, and am only putting forward 
these suggestions in the most tentative kind of way. 

All things considered, I think that our present 
income tax structure is in the main sound, and it 
is unquestionably true that recent years have wit- 
nessed a great improvement in our administrative 
methods. But there are some inconsistencies in 
the rate structure, and the complications of indi- 
vidual returns impose altogether too great a burden 
on millions of taxpayers who pay a comparatively 
small tax. As we all know, the complications are 
due to a commendable desire to reach as nearly as 
possible an exact measure of justice in each indi- 
vidual case. But these complicated protective pro- 
visions are unnecessary in the case of many hundreds 
of thousands of small taxpayers whose rights would 
be completely protected under a more simplified 
procedure. If we consider the individual tax re- 
turns for 1928 as contained in the preliminary sta- 
tistics, we find that out of a total of 2,434,000 
persons making taxable returns, 2,059,000 paid a 
total tax of approximately $33,000,000 and an aver- 
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age tax of about $16. I should look upon it as a 
great step forward if a truly simple return could 
be devised to cover the needs of these two million 
taxpayers, and of course, if we include those who 
make returns but do not pay a tax, I am talking 
not of two million people, but of 3,675,000. 


It may be urged that the simplest way to solve 
this problem would be to exempt them from income 
taxation. The answer is that to do so would make 
of the income tax a class tax of the narrowest 
kind, resting on altogether too narrow a base. If 
we are to have a national income tax system, it is 
obvious that out of a nation of 120,000,000 people 
there should be more than 375,000 income tax- 
payers. However small the amount contributed by 
the great majority of income taxpayers, there is 
a very great principle involved in the fact that they 
do make a contribution. I should be unwilling to 
sacrifice that principle to mere convenience, but I 
am confident that a solution may be worked out 
whereby the convenience of these taxpayers may 
be met without the sacrifice of the principle. And 
I believe that the large measure of unpopularity 
which attaches to our present income tax law could 
be done away with if we could find some way of 
eliminating the fearful intricacies involved in mak- 
ing a return to-day. I do not believe that this can 
be done in the case of the large incomes, but it can 
be, and should be, in the case of the smaller ones. 


A graduated normal rate has always seemed to 
me inconsistent and complicated. It is doubtful 
whether we can ever return to a simple, single, nor- 
mal rate applicable to all individuals, but it is not 
inconceivable that we could have two normal rates, 
the one, applicable to the smaller incomes and rep- 
resenting the more or less minimum contribution 
which the smaller taxpayers are to be asked to 
make to the support of the Federal Government 
in accordance with the principle which I have just 
discussed ; the other, to be more closely adjusted to 
the normal rate on corporate income and to be 
somewhat more flexible in character, being -in- 
creased or diminished in accordance with the fiscal 
needs of the Government along with the rate on 
corporate income. I would bring the corporate rate 
and the higher individual normal rate closer to- 


gether by decreasing the former and increasing the 
latter. 


It may prove impracticable to limit ourselves to 
two normal rates on individual incomes, but we are 
studying methods whereby the complicated calcu: 
lations in the case of the smaller incomes may be 
eliminated with the aim of ultimately accomplish- 
@ing substantially the same result. Just at what 
point the normal rate on individual incomes and 
the corporation rate should be fixed, will evidently 
require careful calculation. The ideal, of course, 
would be to put the business conducted by an in- 
dividual or a partnership on substantially the same 
q basis as the corporation. In view, however, of our 
graduated surtax rates, this ideal is impossible of 
attainment, but there is obviously a direct relation- 
ship between individual income tax rates and the 
corporation tax rate, and the normal tax rate forms 
the most convenient medium of adjustment. 
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There has been a great deal of discussion of late 
of the tax on so-called capital gains. I am not 
one of those who subscribe to the theory that this 
tax played any large part in the inflation of security 
values. In fact, the very large tax collections from 
this particular source would indicate that the tax 
did not present a serious impediment to the free 
transfer of securities. In making this statement, 
I am dealing with the capital gains tax proper, 
and not referring to transactions taking place with- 
in the two-year period. There may be some argu- 
ment as to the length of the period, but few people 
will contend that profits realized currently from 
dealings in securities or other forms of property 
should not be classified as ordinary income. In- 
comes occurring regularly, or representing profits 
of a current business transaction, are properly sub- 
ject to progressive rates. 


When, however, a gain accruing over a period of 
years from the gradual increase in the value of 
property is realized, it is obvious that to tax the 
entire amount received in one year at progressive 
rates puts an unfair burden on the taxpayer. The 
flat rate of 12%4 per cent was imposed in recogni- 
tion of the soundness of this principle. It is now 
contended that even the 12% per cent rate imposes 
too great a burden, and there are a number of peo- 
ple -who contend that it would be economically 
sound to exempt from taxation all gains realized 
in this way over a period of time. 


I cannot agree with the latter, and the difficulties 
of treating capital gains as not being properly in- 
come subject to taxation are from a practical stand- 
point insuperable. Whatever might have been done 
in the first instance, the taxation of capital gains 
has become an integral part of our income tax sys- 
tem and cannot now be eliminated without a com- 
plete revision of that system. The Supreme Court 
has decided that capital gains are income, and this 
decision accords with our American conception of 
taxable income. 

If capital gains were exempt from taxation, tax 
avoidance might become comparatively simple, par- 
ticularly for the wealthy classes. Corporations 
would be encouraged to accumulate profits without 
distributing a fair share, the value of the stock or 
shares would constantly appreciate and after ap- 
preciation the shareholder could sell and reap his 
accumulated income without taxation. The best 
stocks are, generally speaking, those in which this 
element of appreciation is highest. The wisest of 
wealthy investors favor appreciating stocks of the 
kind noted. What is true of stocks is true in large 
measure of any other increment on land, mineral 
deposits, etc. Those persons who are most able to 
pay taxes can best afford to wait and are accus- 
tomed in practice to taking an unusually large 
share of their gains in the form of so-called appre- 
ciated or unearned increment. 

However, there is a serious question as to whether 
the 12% per cent rate is not too high. At the time 
it was adopted the normal tax rate was 8 per cent. 
This gave the individual whose maximum normal 
and surtax rates exceeded 12% per cent an oppor- 
tunity to secure a lower rate on income from the 
sale of capital assets. At the 1922 rates the special 
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provision applied to individuals whose net income, 
exclusive of capital net gains, exceeded $16,000. 
Obviously, this was an arbitrary arrangement, both 
as regards the rate and the method involved, but it 
was in the direction of a fairer treatment of the 
taxpayer. 

Since 1922, several tax reductions have been en- 
acted, as a result of which the maximum normal 
rate has been reduced from 8 to 5 per cent—or con- 
sidering the provisions of the Joint Resolution of 
Congress which further reduced rates for 1929 from 
8 to 4 per cent—and the maximum surtax rate has 
been reduced from 50 to 20 per cent, with corre- 
sponding reductions in the lower surtax rates. 
Capital net gains have not shared in these reduc- 
tions and the rate of 12% per cent, which still pre- 
vails, is therefore farther above the maximum normal 
rate at present than when the special tax on 
capital net gains was enacted. It follows from this 
that an individual’s income must be considerably 
higher now than several years ago for the special 
tax on capital net gains to constitute any advantage 
to him at all. In order that the special rate offer 
an advantage to the individual reporting profits 
from the sale of assets held for two years or more, 
his net income, exclusive of capital net gains, must 
equal or exceed $32,000, or twice as much as in 
1922. 


To-day the average rate on normal and surtax 
rates combined, paid on net taxable income by tax- 
payers with income in excess of $300,000, is approxi- 
mately 17 per cent, and the average rate paid by 
those with incomes of from $50,000 to $100,000 but 
about 10 per cent. A 12% per cent rate on realized 
gains from property held over a considerable period 
of time would seem, therefore, to be too high, if we 
accept the principle that profits of this character 
should be treated on a more favorable basis than 
current profits. This is all the more true when we 
consider that at the time the 12% per cent rate 
was adopted, the average rate of tax on all those 
with incomes above $300,000 was about 36 per cent; 
and from $50,000 to $100,000, about 18 per cent. 


In my opinion, such profits should be taxed. Be- 
cause of their character, however, they should be 
taxed at a lower rate than other income, and in view 
of the reductions in both normal and surtax rates 
that have taken place since the 12% per cent rate 
was adopted, that rate would appear to be out of 
line at the present time. 


There is one other matter which I should like 
to mention. The movement to mitigate the evils 
and burdens that arise from the taxation of the 
same income, profits, or property by two or more 
countries has in recent years gathered considerable 
momentum, due to the growing realization that dou- 
ble taxation of this character is unscientific and 
unsound. Since 1921 most of the European coun- 
tries have entered into two-party agreements under 
which they preclude the double taxation of all 
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kinds of income. These agreements embody recip- 
rocal concessions. Instead of one state bearing the 
entire burden of relief as is done under the credit 
provisions of the United States Revenue Act, each 
party to the European type of agreement shoulders 
its share. Unfortunately, these agreements differ 
widely in form and content. But the point to be 
noted is that Europe is giving serious consideration 
to the problem of international double taxation and 
that they are actually taking action to eliminate it. 

There are, generally speaking, two lines of ap- 
proach to the solution of the double taxation problem. 
The first is by treaty with one or more countries, 
which involves mutual concessions in respect of the 
taxation of the nationals of the treaty-making coun- 
tries. The objections to this method appear to me 
to be that the concessions are more likely to be 
based on bargaining than on sound principles of 
taxation, and that this method results in the taxa- 
tion by the United States of the nationals of dif- 
ferent countries on dissimilar bases. 


The second basis on which avoidance of interna- 
tional double taxation may rest is exemplified by 
our present law covering the taxation of shipping 
profits, which authorizes the exemption of foreign 
shipping profits providing the shipping profits of 
American companies are exempt from taxation in 
foreign countries. This plan permits the adoption 
of sound principles in respect of the taxation of in- 
come or profits taxable in different jurisdictions, and 
the offer to all countries to apply these principles 
uniformly to the taxation of their nationals provid- 
ing they will apply the same principles to the taxa- 
tion of American citizens in their respective 
jurisdictions. 


While there are some obvious advantages in the 
treaty method, the Treasury Department believes 
that what I may call the reciprocal exemption method 
is the sounder of the two and more in accordance 
with traditional American policy. 


At the suggestion of the Treasury Department, 
a bill providing for the limitation of international 
double taxation by the reciprocal exemption method 
has been introduced in the House of Representa- 
tives and is now pending before the Ways and 
Means Committee. Action can hardly be expected 
at this session of Congress. But the measure is 
an important one; it represents a distinct step for- 
ward, and should receive the support of all busi- 
ness men, not only as a matter of principle, but 
because it is of real importance to a country like 
the United States with its vast investments, trade 
and business of an international character. 

Let me conclude as I began: I regret that I am 
unable to meet your expectations and to be more 
specific as to the prospects for the immediate fu- 


ture, but I am afraid that in so far as Federal taxes | 


are concerned, all we can do at the present time is 
to possess ourselves with patience and to wait and 
see. 











1930 


>Cip- 
‘the 
redit 
each 
ders 
‘iffer 
Oo be 
ition 
and 
te it. 
~~ 
lem. 
Ties, 
f the 
oun- 
> me 
o be 
2s of 
taxa- 


| dif- 


erna- 
d by 
ping 
reign 
ts of 
yn in 
ption 
of in- 
, and 
*iples 
ovid- 
taxa- 
sctive 


n the 
lieves 
ethod 
dance 


ment, 
tional 
ethod 
senta- 
3 and 
ected 
ire is 
p for- 
busi- 
2, but 
y like 
trade 


I am 
more 
te fu- 
taxes 
ime is 
it and 





Pending Legislation for Appeals 


in Special Assessment Cases 


By CLARENCE N. Goopwin* 


cember, 1928, reviewed the decisions in Blair, 

Commissioner v. Osterlein Machine Company, 48 
Sup. Ct. Rep. 87 and the Williamsport Wire Rope 
Company v. United States, 48 Sup. Ct. 587 in an 
article in which it was pointed out that the Oster- 
lein Machine Company case gave a review of a spe- 
cial assessment denial in cases where a deficiency 
was found by the Commissioner, while the Williams- 
port Wire Rope Company case denied any review in 
like cases where there had been a return by the tax- 
payer of the full amount of his statutory tax lia- 
bility. The article insisted that the 
taxpayer who made a full return of 
his tax liability ought to be given 
the same right as is accorded to the 
taxpayer who is in default and this 
could be accomplished by confer- 
ring jurisdiction on the Board of 
Tax Appeals. 

To this end a bill was introduced 
in the Senate by Senator Barkley 
of Kentucky, April 21, 1930, which 
would confer additional jurisdic- 
tion on the Board covering the cases 
referred to and a similar bill was 
introduced in the House on May 7, 
1930, by Congressman Gregory of 
Kentucky and referred to the Com- 
mittee on Ways and Means. 

Lest it be assumed that those in- 
terested in this remedial legislation 
have “slumbered on their rights” a 
brief history of the matter is given. 

As soon as the article in the Na- 
TIONAL Tax MaGaZINE appeared 
with a draft of the proposed bill 
appended, it was drawn to the attention of all the 
members of the Ways and Means Committee who 
practically without exception stated that it would 
be impossible to consider such a bill at the special 
session of Congress and later took the position that 
under the general understanding no bill effecting 
changes in the internal revenue law, or requiring 
the attention of the Ways and Means Committee 
except the bill providing for a reduction in taxation, 
would be considered at the present session until 
the pending tariff legislation was disposed of. 

The question of the inherent inequity of the situ- 
ation, moreover, was discussed with the Treasury 
Department by a voluntary committee of lawyers in- 
terested in the matter as well as by the American 
Bar Association’s Committee on Federal Taxation. 
In giving his report to the American Bar Associa- 
tion, October 24, 1929, the chairman of this Com- 
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mittee drew attention to a letter addressed by the 
Committee to the Honorable Andrew W. Mellon, 
Secretary of the Treasury, Honorable Henry H. 
Bond, Assistant Secretary of the Treasury and Hon- 
orable Robert H. Lucas, Commissioner of Internal 
Revenue, in which the situation was stated with 
great clarity. It pointed out that with one excep- 
tion “the inevitable differences of opinion that arise 
between the Treasury Department and taxpayers in 
the administration of the internal revenue laws may 
be taken to court for final resolution.” It stated that 
the one exception was the review of the action of 
the Treasury Department on claims 
for refund based on the right to 
special assessment and that while in 
case of a deficiency an appeal was 
provided to the Board of Tax Ap- 
peals there was no review in other 
cases. 

“This state of the law,” the letter 
continued, “is unfortunate and unfair 
for taxpayers who overpaid their 
taxes are subject to discrimination in 
favor of taxpayers who underpaid 
their taxes.” 

Mr. Mellon’s reply to this letter 
is printed in the Report of the 
American Bar Association, Volume 
54, 1929 ,at page 101. In it he says 
that the letter had remained unan- 
swered “in the hope that a satis- 
factory solution could be worked 
out prior to the effective date of 
Mr. Bond’s resignation and ‘your 
Committee advised accordingly. 
Although this became impossible I 
assure you that the matter is being 
given very careful study, the result of which we are 
hopeful will accord with sound administration and 
afford adequate review from the taxpayer’s point of 
view of refund decisions involving claim for special 
assessment.” 

It is interesting to note that all the members of the 
House and of the Senate so far as known who have 
expressed an opinion to those interested in the mat- 
ter have recorded the impression that the situation 
presented a case of palpable injustice which ought to 
be remedied. It is believed that members of Congress 
generally would be glad to have a frank expression of 
the views of those of their constituents who may be 
interested in the matter. 

From the foregoing it will be seen that the matter 
has been diligently followed up by those interested 
in securing a solution just to the taxpayer. As the 
Treasury Department had failed to remedy the un- 
just situation thus outlined the bills referred to 
above were introduced into the Senate and House 
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as soon as it appeared that the consideration of the 
tariff legislation was drawing to a close. 

It has been suggested that in view of the limita- 
tions contained in the bills the remedy is incom- 
plete since it does not change existing statutory 
provisions on the running of the statute of limita- 
tions on refunds except in those cases where the 
time for beginning suit expired between June 4, 
1928 and the effective date of the proposed act or 
suit was begun within the statutory period. While 
these limitations do curtail the number of cases of 
which the Board would have jurisdiction they do 
not appear to do so unjustly. Prior to June 4, 1928, 
when the United States Supreme Court handed 
down its decision in the Williamsport Wire Rope 
Company case, it was the general opinion of the bar 
that a taxpayer had an undoubted remedy in court 
in those cases where a special assessment refund 
claim had been denied and consequently taxpayers 
generally pursued their supposed remedy in court 
where they felt the facts warranted their doing so. 
It seems, therefore, that a taxpayer who permitted 
the statute of limitations to expire in a special as- 
sessment claim prior to June 4,'1928, neglected what 
was an apparently open means of review and virtu- 
ally abandoned the claim. On the other hand the 
decision of the Supreme Court rendered all appeal 
to the courts useless and unavailing. It would seem, 
then, that if Congress gives a remedy to all those 
who sought a review in court prior to June 4, 1928 
and to those whose claims have expired since that 
date, it does not discriminate unjustly against those 
who sought no review of their claims within the 
statutory period and prior to the Supreme Court’s 
ruling. Moreover, it would seem futile to ask Con- 
gress to provide for the review of all denials of 
special assessment made from the time the 1917 Act 
went into effect up to the present time. In other 
words, it is believed that the taxpayer who sought 
a review of the decision of the Commissioner and 
was prevented from obtaining it by the decision of 
the Supreme Court ought to be afiorded a remedy 
and that this is also true of the taxpayer against 
whom the statute of limitations ran after the deci- 
sion of the United States Supreme Court rendered 
an appeal to the courts futile and unavailing. 
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As the bill before the Ways and Means Com- 
mittee makes some slight changes in the text of the 
bill introduced in the Senate by Senator Barkley, a 
copy is appended to this article. 


A BILL 


To confer additional jurisdiction on the United States 
Board of Tax Appeals, and for other purposes. 

Be it enacted by the Senate and House of Representatives 
of the United States of America in Congress assembled, That 
in all cases where a taxpayer has applied for the determina- 
tion of its excess profits tax liability for any year under 
the provisions of section 210 of the Revenue Act of 1917 
or of sections 327 and 328 of the Revenue Act of 1918 
or sections 327 and 328 of the Revenue Act of 1921 and 
the Commissioner of Internal Revenue has denied the ap- 
plication, or has made a determination of excess profits 
tax liability under the terms of said sections in an amount 
deemed by the taxpayer to be excessive, the taxpayer 
may present its petition to the Board of Tax Appeals, 
asking for a review of said determination even where 
no deficiency in tax is asserted; and thereupon said board 
shall have jurisdiction to review the action of the com- 
missioner and to determine the excess profits tax liability 
under said provisions of said Acts and to fix the amount 
thereof and to determine the amount of the overpay- 
ment, if any, and such amount shall, when the decision 
of the board has become final, be credited or refunded 
to the taxpayer. 


Sec. 2. No petition as provided for in the foregoing 
section shall be acted upon by the Board of Tax Appeals 
unless filed within sixty days (not counting Sunday as 
the sixtieth day) after the commissioner has mailed to 
the taxpayer notice of his action denying or allowing the 
application for assessment under the terms of the afore- 
said sections if such notice is mailed after the effective 
date of this Act, or within ninety days after the effective 
date of this Act if said denial or allowance occurred prior 
to said date. 


Sec. 3 No review of the decision of the commissioner 
shall be had in any of the foregoing classes of cases 
where the right to refund has been barred by any stat- 
ute of limitations unless suit for refund of said taxes paid 
was filed by the taxpayer, within the period allowed 
therefor, in the Court of Claims of the United States, a 
district court thereof, or the Supreme Court of the Dis- 
trict of Columbia, except where the period for beginning 
suit expired between June 4, 1928, and the effective date 
of this Act. 

Sec. 4. This Act shall not apply to any case where the 
commissioner has determined, or may hereafter determine, 
a deficiency in tax and in consequence thereof the tax- 
payer had or has a right of appeal to the Board of Tax 
Appeals independently of this Act. 


Sec. 5. This Act shall take effect upon its enactment. 





Amendments of Regulations 


ECTION 213 (b)8 of the Revenue Acts of 1921, 1924, 

and 1926, and sections 212 (b) and 231 (b) of the Rev- 
enue Act of 1928, provide that there shall be exempt from 
taxation the income of a nonresident alien or foreign cor- 
poration which consists exclusively of earnings derived 
from the operation of a ship or ships documented under the 
laws of a foreign country which grants an equivalent ex- 
emption to citizens of the United States and to corpor- 
ations organized in the United States. 


Spain grants an equivalent exemption to citizens of the 
United States and corporations organized in the United 
States, from January 1, 1921. Accordingly, Article 89 of 
Regulations 62, as amended by Treasury Decisions 3488 
(C. B. 11-1 p. 80), 3813 (C. B. V-1, p. 225), 4013 (C. B. VI-1, 
p. 59), 4098 (C. B. VI-2, p. 58), 4135 (C. B. VII-1, p. 81), 
4227 (C. B. VII-2, p. 125), and 4269 (Bulletin VIII-27, p. 5 
[C. B. VIII-2, p. 146]); article 89 of Regulations 65, as 
amended by Treasury Decisions 3812 (C. B. V-1, p. 47), 
4013 (C. B. VI-1, p. 59), 4098 (C. B. VI-2, p. 58), 4135 (C. 
B. VII-1, p. 81), 4227 (C. B. VII-2, p. 125), and 4269 (Bul- 
letin VIII-27, p. 5 [C. B. VIII-2, p. 146]); Article 89 of 


Regulations 69, as amended by Treasury Decisions 4013 
(C. B. VII-1, p. 59), 4098 (C. B. VI-2, p. 58), 4135 
(C. B. VII-1, p. 81), 4227 (C. B. VII-2, p. 125), and 4269 
(Bulletin VIII-27, p. 5 [C. B. VIII-2, p. 146]); and Article 
1042 of Regulations 74, as amended by Treasury Decision 
4269 (Bulletin VIII-27, p. 5 [C. B. VIII-2, p. 146]), are 
hereby further amended so as to include Spain in the list of 
countries which exempt from tax so much of the income 
of citizens of the United States nonresident in such foreign 
countries and of corporations organized in the United 
States as consists of earnings derived from the operation 
of a ship or ships documented under the laws of the United 
States, and to exclude Spain from the list of countries 
which do not grant such exemptions. T. D. 4289; IX-18- 
4619, p. 5. 
Club Dues Tax 

Article 40, Regulations 43, is hereby amended by adding 
the following as the fifth paragraph thereof, viz: 

“Installments paid on or after June 29, 1928, on assess- 
ments levied or imposed prior to that date to meet speci- 
fied capital expenditures are not subject to the terms of 
Section 501(a)1 (d) of the Revenue Act of 1926, added by 

(Continued on Page 227 
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Is Section 611 Constitutional? 


Part II 


By E. W. WAL LIck* 


TAX is a liability created by statute.t| Particu- 
Arty is this true of income taxes which were 

authorized by the Sixteenth Amendment to the 
Constitution, and imposed by successive statutory 
enactments thereafter. Until these statutes were 
enacted, there was no liability whatever for income 
taxes. Clearly then, the taxes in controversy under 
Section 611 were creations of the statute, and not 
of the common law. As such, all liability for them 
was extinguished by the expiration of the period of 
limitation for collecting them, and after that time 
it was as if no such liability had ever existed. What 
has never existed cannot be re- 
vived, and, Section 611, therefore, 
did not revive the period of limita- 
tions, but imposed an entirely new 
liability for taxes. The constitu- 
tionality of such an imposition will 
be discussed at a subsequent point 
herein and need not be taken up at 
this time. 

The contention of the Govern- 
ment is that the obligation for 
taxes is similar to the debt sued 
on in Campbell v. Holt, 115 U. S. 
020. It is argued that taxes are 
debts, and that the proper action 
to recover them is indebitatus ac- 
sumpsit, like Campbell v. Holt, and 
that, therefore, the period of limi- 
tations can be revived as it was in 
that case. 

This contention ignores the out- 
standing fact in all of the cases pre- 
viously cited in which it has been 
held that the expiration of the pe- 
riod of limitations not only barred 
the remedy but also destroyed the liability. In each 
of those cases, the liability was imposed by statute, 
and the limitation upon that liability was prescribed, 
either in the same statute, or in another subsequent 
statute pointing to the earlier statute in unmistak- 
able language. The liability for taxes was likewise 
imposed by statute, and the limitation upon that 
liability was included in the same statute begin- 
ning with the Revenue Act of 1918, and in the Rev- 
enue Act of 1921, for all Revenue Acts prior to that 
one. According to Bashare v. Hopkins, 290 Fed. 592, 
this situation would justify the application to taxes 
of the rule laid down in Danzer & Co. v. Gulf & 
Ship Island R. R. Co., 268 U..S. 633, rather than that 
recognized in Campbell v. Holt. 


The rule applied in Danzer & Co. v. Gulf & Ship 
Island R. R. Co., is clearly applicable where the col- 
lection of taxes after the period of limitation did not 
take place until after the enactment of the Revenue 
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Act of 1926. In Section 1106 (a) of that Act, the 
following provision was incorporated: 

The bar of the statute of limitations against the United 
States in respect of any internal-revenue tax shall not only 
operate to bar the remedy but shall extinguish the liability; 
but no credit or refund in respect of such tax shall be 
allowed unless the taxpayer has overpaid the tax: The 
bar of the statute of limitations against the taxpayer in 
respect of any internal-revenue tax shall not only operate 
to bar the remedy but shall extinguish the liability; but 
no collection in respect of such tax shall be made unless 
the taxpayer has underpaid the tax. 


Even though there is doubt whether the expiration 
of the period of limitation prior to the enactment 
of that provision extinguished all 
liability for taxes, the above provi- 
sion leaves no question as to the 
effect thereafter. The quoted lan- 
guage was so definite and so clear- 
ly stated that its purpose is unmis- 
takable. In the event of the ex- 
piration of the period of limitations 
against any tax due the United 
States, not only was the remedy to 
be barred, but the liability was also 
to be extinguished. In the lan- 
guage of Mr. Justice Butler, in 
Danzer & Co. v. Gulf & Ship Is- 
land R. R. Co., the effect in such a 
case was the same as if the liability 
never had existed. As previously 
pointed out, what has never existed, 
cannot be revived. Therefore, in 
all cases where the collection of 
taxes after the period of limitation 
did not take place until after the 
enactment of the Revenue Act of 
1926, Section 1106 (a) thereof de- 
stroyed the liability. In such cases 
Section 611 seems justified only as imposing an 
entirely new liability for taxes. The constitution- 
ality of such an imposition will be discussed at a 
subsequent point herein, and will not be taken up 
at this time. 


The Government has not admitted that Section 
1106 (a) had the effect just stated, but urges that, 
even if it did, the section also prohibited refunds 
of taxes paid after the period of limitation, unless 
the taxes were actually overpaid. According to 
Cruickshank v. Bowers, 25 Fed. (2d) 637, Dodge v. 
Osborn, 240 U. S. 118, and Graham v. Dupont, 262 
U. S. 234, the collection of taxes after the period of 
limitations was proper and could not be enjoined. 
However, the Government contends that once they 
were collected, Section 1106 (a) prohibited the re- 
funding of them. By so contending, the Govern- 
ment, in effect, argues that after the enactment of 
Section 1106 (a), it was not barred from collecting 
taxes after the period of limitation, but was barred 
from refunding them after they were collected. 
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The bare statement of this argument indicates 
its absurdity. Section 1106(a) not only barred re- 
funds of taxes collected after the period of limita- 
tions, but also extinguished all liability for such 
taxes. The argument of the Government denies 
any effect whatever to the provision for extinguish- 
ing the liability. In Peck v. Jenness, 7 Howard 612, 
the U. S. Supreme Court held (page 623): 


One portion of a statute should not be construed to 


annul or destroy what has been clearly granted by another. 
* kK * 


In Washington Market Co. v. Hoffman, 101 UV. S. 
112, the same principle was recognized in different 
language (page 115): 

We are not at liberty to construe any statute so as to 
deny effect to any part of its language. It is a cardinal 
rule of statutory construction that significance and effect 
shall, if possible, he accorded to every word. As early as 
in Bacon’s Abridgment, Section 2, it was said that a stat- 
ute ought, upon the whole to be so construed that, if it 
can be prevented, no clause, sentence, or word, shall be 
superfluous, void. or insignificant. 


To the same effect was United States v. Lexington 
Mill & Elevator Co., 232 U. S. 399. In view of these 
decisions, any argument appears untenable which 
would give effect only to that part of Section 1106 (a) 
which prohibited refunds of taxes collected after the 
period of limitation, and would deny effect to that part 
of the same section in which all liability for such taxes 
was extinguished. 

The very most that can be said for the prohibition 
in Section 1106 (a) of refunds of taxes collected after 
the period of limitation is that it applied to collec- 
tions made prior to the enactment of the prohibi- 
tion. This interpretation was accepted by the Court 
of Clarms in Gotham Can Co. v. United States, 37 
Fed. (2d), 793, from whose opinion at page 795, 
the following is quoted: 

By the first clause it was intended to extinguish the 
liability and prevent collection of any tax barred by the 
statute of limitations, but under the second clause of the 
section it was made clear that if the tax had been col- 
lected after the limitation period but prior to the pas- 
sage of the Revenue Act of 1926, only the amount col- 


lected in excess of the correct tax for the year could be 
recovered. 


It seems clear, therefore, that the Government’s ar- 
gument as to the effect of Section 1106 (a) upon 
taxes collected after the enactment of the section 
cannot be sustained. 

It is also argued by the Government that Section 
1106 (a) was repealed, as of the date of its enact- 
ment, by Section 612 of the Revenue Act of 1928. 
In support of this contention, it is urged that one 
Congress cannot abridge the powers of a succeeding 
Congress, and that one Congress is competent to 
repeal any law which a preceding Congress was 
competent to pass. Apropos of this argument, Mr. 
Chief Justice Marshall, in considering the authority 
of the state legislatures, stated in Fletcher v. Peck, 
6 Cranch 87, at page 135: 

The correctness of this principle, so far as respects gen- 
eral legislation, can never be controverted. But if an 
act be done under a law, a succeeding legislature can- 


not undo it. The past cannot be recalled by the most 
absolute power. * * * 


Under Section 1106 (a), the liability for taxes had 
been destroyed where the period of limitations had 
expired, and Section 612 of the Revenue Act of 
1928 endeavored to’ revoke this act of destruction. 
The principle laid down in Fletcher v. Peck, supra, 
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prohibits such revocation, and Section 612 is, there- 
fore, inoperative upon those taxes which had been 
collected after both the period of limitation and the 
enactment of Section 1106 (a). 


To the present time, only a few cases involving 
collection of taxes after both the period of limita- 
tion, and the enactment of Section 1106 (a), have 
been considered by the courts. The Circuit Court 
of Appeals for the Seventh Circuit, in United States 
v. John Barth Co., 27 Fed. (2d) 782, denied the con- 
tention made by the Government that Section 612 of 
the Revenue Act of 1928 could repeal Section 1106(a) 
as of the date of its enactment, and in explanation 
of its decision said: 

In our opinion Section 1106(a) of the Revenue Act of 

1926 was something more than a limitation statute. It 
not only operated to bar the remedy but specifically ex- 
tinguished the cause of action. Such being the character 
and effect of this statute, it was not within the power 
of Congress to enact legislation to recreate the liability 
thus extinguished. Wiliam Danzer & Co., Inc. v. Golf & 
Ship Island R. R. Co., 268 U. S. 633. 
In Clinton Iron & Steel Co. v. Heiner, 30 Fed. (2d) 
542, and Diamond Alkali Co. v. Hziner, Par. 9149 of 
Standard Federal Tax Service of Commerce Clear- 
ing House, Inc., for 1930, the District Court for the 
Western District of Pennsylvania held that Section 
612 did not give life to the tax retroactively, and 
that Section 1106 (a) did not bar a suit against the 
Collector for taxes paid after the period of limita- 
tion. In Peerless Woolen Mills v. Commissioner, 13 
B. T. A. 1119, the Board of Tax Appeals held that 
the liability for taxes was destroyed by Section 
1106 (a), and could not be revived by a waiver filed 
after the enactment of that Section. Generally 
speaking, then, these cases agree that the Section 
not only barred the remedy, but also destroyed the 
liability, and that there can be no revival of that 
liability after it is destroyed. 


None of the cases upon Section 611 now pending 
upon writs of certiorari involve collections of taxes 
made after the enactment of Section 1106 (a). In 
the opinion of the Court of Claims, in Gotham Can 
Co. v. United States, 37 Fed. (2d) 793, Section 1106 
(a) was discussed, but only as it affected taxes col- 
lected prior to the enactment of the section. The 
tax involved in that suit had been exacted prior to 
the enactment of the Revenue Ac of 1926, and, the 
court held that Section 1106 (a) prohibited refunds 
of taxes so collected. Magee v. United States, 37 
Fed. (2d) 763, and Graham v. Goodcell, 35 Fed. (8d) 
586, also involved taxes collected before the enact- 
ment of the Revenue Act of 1926. Therefore, the 
only question relating to Section 1106 (a) which 
will be settled by the anticipated decision of the 
U. S. Supreme Court, in these cases, is whether 
refunds of taxes collected prior to its enactment 
were prohibited by it. The constitutionality of this 
prohibition needs no special comment here, since 
the prohibition is identical in all respects, except for 
the phraseology employed, with that contained in 
Section 611 of the Revenue Act of 1928. 

3. Section 611 is constitutional either as a retroactive 


imposition of taxes or as a ratification of taxes illegally 
imposed. 


Huntley v. Gile, 32 Fed. (2d) 857, did not specifi- 
cally advance this proposition, but it undoubtedly in- 
fluenced to a marked extent the decision of the Court 
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that Section 611 was constitutional. Four of the ten 
cases cited in that case in support of the principle that 
no vested right accrues to a taxpayer from the run- 
ning of the statute of limitations, involved either the 


retroactive imposition of taxes or the ratification of © 


taxes illegally imposed. However, an important 
limitation upon such taxes ran through all four 
cases, and is determinative of the constitutionality 
of Section 611. For this reason, a careful analysis 
of those decisions is now made. 

Brushaber v. Union Pacific R. R. Co., 240 U. S. 1, 
involved a suit by a stockholder to enjoin a corpo- 
ration from the payment of income taxes, on the 
ground that the statute levying those taxes was un- 
constitutional. It was argued by the stockholder 
that, while the Act was not enacted until October 3. 
1913, it was imposed retroactively upon all income 
earned after March 1, 1913, and was, therefore, un- 
constitutional. The U. S. Supreme Court, however, 
held that since the Act was not made retroactive 
to a date prior to the effective date of the Sixteenth 
Amendment, by which Congress was authorized to 
tax incomes, the statute was not unconstitutional. 


Lynch v. Hornby, 247 U. S. 339, involved the tax- 
ability to a stockholder of dividends received after 
March 1, 1913, from profits earned by a corporation 
prior to March 1, 1913. The stockholder urged that 
the statute, in this way, retroactively taxed earn- 
ings prior to the effective date of the Sixteenth 
Amendment, and was unconstitutional. The U. S. 
Supreme Court, however, held that these earnings 
did not become income to the stockholder until their 
declaration as dividends; that, since they were not 
so declared until after March 1, 1913, only earn- 
ings after the effective date of the Sixteenth Amend- 
ment were being taxed; and, that the statute was. 
therefore, constitutional. 

United States v. Heinszen, 206 U. S. 370, involved 
the right of an importer to recover duties paid on 
imports into the Philippine Islands from the United 
States. These duties had been levied by act of the 
Philippine Legislature, and the importer contended 
in his suit that the levy was unauthorized. After 
the institution of the suit, Congress enacted legisla- 
tion specifically ratifying the levy and the U. S. 
Supreme Court held the ratification constitutional, 
saying (page 386): 

* * * when the duties were illegally exacted in the name 
of the United States Congress possessed the power to have 
authorized their imposition in the mode in which they were 
enforced, and hence, from the very moment of collection. 


a right in Congress to ratify the transaction, if it saw fit 
to do so, was engendered. * * * 


Rafferty v. Smith, Bell & Co., 257 U. S. 226, was 
a similar case involving a tax levied by the Philippine 
Legislature in 1916, and not ratified by Congress until 
1920. On the authority of United States v. Heinszen, 
supra, the constitutionality of such ratification was 
upheld by the U. S. Supreme Court without further 
comment. 

One limitation upon the constitutionality of the 
taxing statutes is common to all four cases. Brush- 
aber v. Union Pacific R. R. Co., supra, and Lynch v. 
Hornby, supra, both held that taxes retroactively 
imposed were constitutional, provided those taxes 
could have been legally imposed at the date as of 
which they were made retroactively effective. 
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United States v. Heinszen, supra, and Rafferty v. 
Smith, Bell & Co., supra, both held that taxes ille- 
gally imposed might be ratified, provided the impo- 
sition of such taxes was authorized from the very 
date when they were collected. Therefore, Section 
611 is constitutional as the retroactive imposition of 
taxes, or as the ratification of taxes illegally im- 
posed, only if the imposition of those taxes was 
authorized as of the time they were imposed. 

To this limitation must be added another not so 
familiar. Forbes Pioneer Boat Line v. Board of Com- 
missioners of Everglades Drainage District, 258 U. S. 
338, involved the recovery of tolls exacted for pas- 
sage through a lock canal. The defense was that 
after the suit was filed, the State Legislature had 
ratified the exaction, but the U. S. Supreme Court 
held that ratification is good only if attempted at a 
time when the ratifying authorities may lawfully do 
the act, and allowed recovery of the tolls in ques- 
tion. Therefore, Section 611 is constitutional as 
the retroactive imposition of taxes, or as the ratifi- 
cation of taxes illegally imposed, only if the imposi- 
tion of those taxes was authorized at the time the 
statute was enacted by which they were imposed. 

If Section 611 either imposed taxes retroactively, 
or ratified taxes illegatly imposed, its constitutional- 
ity involves no question of the statute of limita- 
tions. It is beside the point that the amount of 
those taxes was measured by taxes against the col- 
lection of which the period of limitation had ex- 
pired. As a taxing statute, the constitutionality of 
Section 611 must hinge upon whether the imposition 
of the taxes thereby imposed was authorized. 

Any taxes provided by Section 611 were meas- 
ured by the taxes which either had been exacted 
after the period of limitation or else should be so 
collected within one year. If no such taxes had 
been or should be collected, Section 611 was inap- 
plicable, and prescribed no taxes, even though there 
were unpaid taxes outstanding, against which the 
period of limitation had expired. The determina- 
tion of whether or not there should be a tax under 
Section 611 was left entirely to the executive de- 
partment which was charged with responsibility for 
collecting taxes. That department could forego col- 
lection because the period of limitation had expired, 
and, in fact, did so, in Mimeograph 3660, C. B. VII- 
32-3843, and thus could abandon any claim for tax 
under Section 611. On the other hand, the execu- 
tive department could arbitrarily collect taxes on 
the ground that the period of limitation had not ex- 
pired and, if this arbitrary discretion was exercised, 
the same department thereby levied a tax under 
Section 611. The effect was to leave to the discre- 
tion of the executive department, i. e., the Treasury 
Department, the levying of such a tax. 

This was a delegation of legislative power by 
Congress which appears to be a violation of the 
provision of Article I, Section 1 of the Constitution 
that all legislative power, including the authority 
to lay and collect taxes, should be vested in Con- 
gress. Congress cannot delegate its power to make 
a law, and can only delegate to an administrative 
officer the power to determine a fact or condition 
of affairs in regard to which the law makes its own 
action depend. Dastervignes v. United States, 122 
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Fed. 30; Field v. Clark, 143 U. S. 694; United States 
v. Grimaud, 220 U. S. 520. In the case of the taxes 
prescribed by Section 611. the executive department 
was charged not only with responsibility for deter- 
mining the fact that the taxes had been collected, 
but also with the determination of whether or not 
they should be collected. In other words, the legis- 
laive power to levy taxes was delegated to the 
Treasury Department, in this instance, although that 
power was specifically vested in Congress by the 
Constitution. 

This question of delegated powers in Section 611 
has already been considered in Regla Coal Com- 
pany v. Bowers, 36 Fed. (2d) 373. It was there 
held that there was no delegation of legislative 
power, for the reason that, the provision in Section 
611 for an additional year after its enactment for 
the collection of taxes, if the period of limitation 
had expired, made all taxes collectible, even if the 
period of limitation for such collection had expired. 
No mention was made in this decision of the fact 
that the Government, in Mimeograph 3660, supra, 
had held to the contrary. In the absence of a dis- 
cussion of this point, the argument in this case 
cannot carry much weight that Section 611 is consti- 
tutional under Article I, Section 1 of the Constitu- 
tion. 

Even under the doctrine of delegated powers, ac- 
cepted in Regla Coal Company v. Bowers, supra, Sec- 
tion 611 is constitutional as a taxing statute, only 
if the tax so prescribed was within the contempla- 
tion of the Constitution. This condition attached to 
the constitutionality of the Section makes it neces- 
say to determine the character of the tax. 

Consider the case of A, who filed a return for the 
calendar year 1918 on June 15, 1919, showing a tax 
liability of $5,000.00, and paid such taxes during 
1919. In 1921, it was determined that A’s tax lia- 
bility for 1918 was $10,006.00, and an additional tax 
of $5,000.00 was assessed against him. A paid no 
part of the additional assessment, but filed a claim 
for the abatement of the entire amount. He filed 
no waivers, and the claim for abatement was not 
audited until 1926. At that time, the Treasury De- 
partment determined his tax liability for 1918 to 
have been $12,000.00, instead of $10,000.00, but the 
additional amount of $2,000.00 was not assessed 
because of the expiration of the statute of limita- 
tions for assessment. However, the amount of 
$5,000.00, for which the claim for abatement was 
outstanding, was collected, despite the fact that the 
period of limitation for collection had expired. Sec- 
tion 611 now undertakes to legalize this collection, 
and thereby to impose a tax of $5,000.00 against A 
for 1918. 

This tax is justified by the Government as an in- 
come tax under the Sixtcenth Amendment to the 
Constitution which authorized Congress to levy a 
tax upon incomes from every source derived. In- 
come has been defined to be the gain derived from 
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capital, from labor, or from both combined. Eisner 
v. Macomber, 252 U. S. 183; Towne v. Eisner, 245 U. 
S. 418; Goodrich v. Edwards, 255 U. S. 509; Irwin v. 
Gavit, 268 U. S. 611. An income tax, then, is a tax 
levied upon the gain derived from capital, from la- 
bor,.or from both combined: However, the tax of 
$5,000.00 levied upon A, by Section 611, is not a tax 
upon any gain derived by him from either his labor 
or his capital, and, in fact, is not dependent upon 
such gain. It, therefore, appears to violate the Six- 
teenth Amendment. 

This tax appears to be similar in many respects to 
the tax at issue in Nichols v. Coolidge, 274 U.S. 531. 
That case involved a suit to recover estate taxes, un- 
der specific authorization in the Revenue Act of 
1918, upon property conveyed to an irrevocable trust 
in 1907. The Government argued that the inclusion 
of the property so conveyed in the gross estate of 
the decedent was constitutional for the purpose of 
measuring the tax payable upon the property pass- 
ing at the death of the decedent, but Mr. Justice 
McReynolds overruled this contention, stating 
(page 541): 

Certainly, Congress may lay an excise upon the trans- 
fer of property by death reckoned upon the value of the 
interest which passes thereby. But under the mere guise 
of reaching something within its powers Congress may not 
lay a charge upon what is beyond them. Taxes are very 
real things and statutes imposing them are estimated by 
practical results. * * * 

This court has recognized that a statute purporting to 
tax may be so arbitrary and capricious as to amount to 
confiscation and offend the 5th Amendment. * * * 


In the guise of an income tax, Section 611 appears 
to exact a tax from A which has no reference what- 
ever to the amount of his income. Such a tax would 
seem to be beyond the power of Congress under the 
Sixteenth Amendment, and, therefore, a taking of 
the property of A without due process of law, con- 
trary to the Fifth Amendment. 
Conclusion 

The cases now pending before the U. S. Supreme 
Court will not settle all of the foregoing controver- 
sial points, in the event of a Government victory. 
They will not determine whether the withdrawal, in 
Section 611, of the consent of the United States to 
be sued affected actions theretofore pending in 
court. They will also leave open the effect of Sec- 
tion 1106 (a) of the Revenue Act of 1926, upon 
taxes collected thereafter, and also after the period 
of limitation. None of the cases now pending in 
the Supreme Court involves either ot these ques- 
tions, and, if the Government wins, further litiga- 
tion will be necessary over them. 

If the taxpayers win, there can be no further liti- 
gation over Section 6]1. In the event of such a vic- 
tory, it will be predicated either upon the acceptance 
by the Court of the taxpayer’s interpretation of the 
Section, or its unconstitutionality, or both. Section 
611 will then be without practical effect and may 
thereafter be ignored. 

What will be the Supreme Court’s decision? 
























































of 


Or 
on, 


to 
31. 


n- 


ist 
on 


of 
3S- 
ce 
ng 


he 
ise 
10t 
ry 
by 


to 
to 


irs 
at- 
ild 
he 

of 
n- 


iti- 
"1C- 
ace 
the 
ion 
lay 





June, 1930 


that an income tax should have a place in de- 

termining the amount of governmental expenses 
each person in a state should bear. It is insisted 
that the taxpayer’s ability to pay should be the basis 
for determining his share of the expenses of the 
state. W hether the amount of property he owns, 
the expenditures he makes, or the income he re- 
ceives, should be used in ascertaining his ability is 
hardly the question at the present. Probably no 
one of these tests should be used exclusively. Our 
reason for conceding an income tax a place in our 
system is due in a great measure 
to the fact that we long ago recog- 
nized that the property tax with its 
system of taxing personal property 
is not an altogether fair system of 
taxation. In Illinois, where strong 
resistance has been made against 
the income tax, the Revenue Com- 
mission in 1886 asserted that the 
system was “debauching to the 
conscience and subversive of the 
public morals—a school for per- 
jury, promoted by law.” Taxpay- 
ers are equally convinced that the 
general property tax system, such 
as prevails in Illinois for instance, 
is not a product that reasonably 
meets the modern needs of the 
state and its inhabitants. “The 
general property tax is found 
wherever a primitive democracy is 
accompanied by a moderate agri- 
cultural and commercial develop- 
ment.”? 

Students of public finance, tax- 
payers, and even politicians for 
years have been cognizant of the defects of the gen- 
eral property tax system, as the major source of 
revenue. Yet the system still prevails in a number 
of states. Some states have adopted what is called 
a classified property tax in the hope of securing a 
more equitable and uniform assessment of intangi- 
vies. “Its [the classified tax law] sole justification 
is that in practice it does draw an increased tax 
revenue from classes of property which would 
otherwise evade taxation altogether.’ 


‘7 NHERE seems to be an increasing recognition 





In view of prevailing opinion of the property tax 
it is difficult to understand why more states have 
not made the income tax a part of their system. 
Only twenty states at the present time have an 
income tax. Of these twenty states, five® provide 
for the taxation of corporate income only, and three, 
tax only personal income. 


* OF the Chicago Bar. 

* Seligman, The Income Tax (1914 Edition), p. ‘ 

“The Fiscal Problem in Illinois, p. 190, National Industrial Confer- 
ence Board. 

3 California, Connecticut, Montana, Tennessee, and Washington. 

* Delaware, New Hampshire, and Oklahoma. 


Use of a State Income Tax 


By HERMAN T. REILING* 
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In answer to the foregoing question, if it can be 
answered, it is submitted that those demanding a 
state income tax have given too little attention to 
the manner in which the revenues derived from a 
state income tax are to be used. The situation dif- 
fers materially from that existing prior to the adop- 
tion in 1913 of our Federal income tax law. Most 
people are fairly familiar with an income tax. They 
expect that their income tax liability under a state 
income tax law will in general be much the same 
as under the Federal law and that the burden will 
be similarly distributed, the difference being due to 
a difference in rates. For this 
reason the public has little patience 
with those speaking for income 
tax, who dwell entirely upon the 
argument that it is a better meas- 
ure of ability to pay and is a means 
for compelling those who now 
escape taxes to pay their propor- 
tionate part of the tax burden. 
True as these arguments may be, 
the public with seventeen years 
of income tax experience has ar- 
rived at the place where prac- 
tical reasons for a change must be 
advanced. The taxpayers of the 
state, the preferred citizens and the 
non-paying citizens have had suffi- 
cient experience with an income 
tax that they expect to be invited 
into the inner sanctum to see some 
of the details concerning the use 
of funds derived by a state income 
tax. Unjust as the general prop- 
erty tax is, the present taxpayers 
in those states where it is still in 
force (both those overtaxed and 
undertaxed) do not care to take any chance on en- 
trusting another source of revenue to our public 
officials without knowing the practical results. How 
is the money to be spent? Certainly no manager of 
a business would ask the owner of the business to 
pay over large sums of money without first having 
laid before the owner the plans showing how 
the money is to be used. Similarly no public 
official should vote into effect an additional 
source of revenue without first having placed before 
the people the plans showing how the additional 
revenue is to be used. Also, if the new tax is in 
fact not for the purpose of raising additional rev- 
enue, then the plans showing the reduction of other 
taxes should be clearly stated. 


So, much time is spent debating the question as 
to whether a state income tax should be adopted, 
when a greater part of the time could more profit- 
ably be spent discussing the manner in which the 
state income tax can be used to relieve “the own- 
ers of small homes, farms and other visible prop- 
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erty of the unequal burden of taxes they now 
bear.” We are ready for the practical problem, 
how will the state income tax be used to relieve 
the present situation? If we adopt the income tax, 
just what part of the property tax bill will be 
omitted? If none, then what is the purpose of 
the income tax? 

In Illinois, for example, where there is much dis- 
cussion of an income tax at the present time, it is 
not at all unreasonable to assume that taxpayers 
in receiving their property tax bills this year may 
have asked just how would a state income tax af- 
fect this bill. If the taxpayer resided in a certain 
district in Illinois, his property tax rates would 
have been as follows: 








Percentage 
Rates of Total 
State 30 6.6 
County 46 10.1 
Forest Preserve 10 2.2 
Sanitary District 46 10.1 
Road & Bridge .08 1.8 
Village .69 15.2 
Park District 36 7.9 
Mosquito Abatement District .04 9 
High School 82 18.1 
School District 1.23 27.1 
Total 4.54 100.0 








This example will be used below in illustrating 
the practical results under the various methods of 
using an income tax as employed by the different 
states now having an income tax. 


For State Purposes 


Since a majority of the states imposing an in- 
come tax provide for the revenues thus collected to 
be used for state purposes only, we shall first see 
whether such an income tax as that is what the 
burdened taxpayer desires most. It should be 
noted that in the above example the levy for state 
purposes is approximately only 6.6 per cent of the 
total tax rate. In other words if a taxpayer paid 
$300 in property taxes, only about $19.80 would be 
used for state purposes. The remainder, 93.4 per 
cent of his tax bill, is used for local purposes. Sup- 
pose then that the state passes an income tax to 
provide revenue for state purposes. Even if all of 
the revenue for state purposes is raised by the in- 
come tax, the taxpayer can get no more than a 
6.6 per cent reduction in his property tax bill. The 
small home owner, farmer, and other owner cf vis- 
ible property, can get little relief where the inc me 
tax is for state purposes only. 


Real Property Tax Offset 


The offset provision in a state income tax law is 
a deceptive provision. Yet many taxpayers agree 
that an income tax is satisfactory to them if they 
are allowed to offset against the income tax the 
amount paid in property taxes. Let us analyze the 
effect of such a provision. Suppose that the in- 
come tax is levied for state purposes but the tax- 
payer is allowed as an offset the amount of taxes 
upon real property paid to any political subdivision 
of the state. First it should be noted that the tax 
is for state purposes. Again by using the example 
given above it will be seen that the most the tax- 
payer can receive as a tax reduction is 6.6 per cent 


THE NATIONAL INCOME TAX MAGAZINE 














June, - 1930 





of his property tax bill. The income tax in this 
case is not used to pay the expenses of any county, 
village, school district or other local tax district, 
At least 93.4 per cent of his property tax bill (in 
the above example) must be paid even though there 
is a state income tax. The person who has been 
escaping the personal property tax contributes noth- 
ing toward the expenses of the local district in 
which he resides. 

There is little in the offset provision to relieve 
“the owners of small homes, farms and other visible 
property,” for whom the politician is so deeply con- 
cerned. The provision does have the effect of re- 
ducing the amount of increased tax burden to 
owners of real estate who become subject to the 
income tax. However, it does not materially de- 
crease the burden which real estate now bears. To 
the taxpayer paying the property tax rates given 
in the example, an income tax law with a real prop- 
erty offset provision in it in effect says to the real 
property owner “you continue to be the old reliable 
taxpayer as to 93.4 per cent of the tax bill and we 
will make the others kick in with 6.6 per cent.” 


Personal Property Offset 


Likewise a provision allowing the personal prop- 
erty tax to be offset against the income tax can not 
materially reduce the present tax burden upon vis- 
ible property, where the income tax is levied for 
state purposes only. As to those taxpayers who 
pay a personal property tax and also pay an income 
tax, it lessens the amount of increased tax burden 
by reason of the enactment of the income tax but 
there is no way provided for spreading the local tax 
burden more equitably. However, under this sys- 
tem real property which now bears the tax burden 
would have little relief. 


Distribution of Income Tax to Localities Where 
Taxpayers Reside 


The next step forward is to make some provision 
for distributing at least a portion of the state in- 
come tax to the various taxing bodies of the state. 
In New Hampshire, which has a personal income 
tax, there is the following provision (Sec. 31, Ch. 65, 
Laws 1923) : 

The balance of the tax in the hands of the State treas- 
urer, after deducting the expenses of administration for 
the year in which the tax is assessed, shall be distributed 
by him * * * to the towns and cities where the owner of 
the taxable income resides, and, where the owner resides 
in an unorganized place, to the treasurer of the county 
in which such place is situated. 


In accordance with such a method of distribution, 
an income tax might be levied for the purpose of 
paying at least a part of the expenses of city or 
village government. In this case the greatest re- 
duction possible in the property tax in the above 
example would be 15.2 per cent. However, it would 
be impossible for the State to impose an income 
tax which, when distributed to the municipalities 
from whence collected, would in each instance meet 
the actual expenses of the municipality. If any 
attempt were made, the revenues received by many 
municipalities would be far in excess of the actual 
expenses. This would lead to waste and extrava- 
gance by some municipalities. On the other hand 
if the income tax rate were low enough that no 
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municipality in the state would receive any revenue 
n excess of its expenses, the income tax would be 
only supplementary to the property tax levy for 
city or village purposes. Hence the amount of re- 
lief derived would be small. Those who are now 
escaping would be made to bear their proportionate 
share only with respect to a small part of the city 
or village expenses. 

However, a part of the income tax might be used for 
state purposes, and the remainder might be appor- 
tioned (1) to the county where the taxpayer re- 
sides, or (2) to the city or village in which the tax- 
payer resides, or (3) any other group of political 
subdivisions. Under this method, however, only 
one class of subdivision of the state may share in 
the income tax in addition to the state itself. The 
amount of possible tax reduction when applied to 
the above example would depend unon which polit- 
ical subdivision of the state is made recipient of the 
income tax revenue. 


Distribution to Taxpayers’ Local Taxing Districts 
on Basis of Property Valuations 

It follows from what has just been said that the 
revenues from a state income tax can not be ap- 
portioned among the various taxing bodies of the 
state without taking into consideration some factor 
other than residence of the taxpayer. The tax may 
be apportioned to the county in which the taxpayer 
resides, but if we do not want it to be used for 
county purposes alone we must find some method 
for apportioning it to the various taxing bodies 
within the county. 

In New York the revenue collected by the tax 
on banks and financial institutions is distributed to 
the treasurers of the counties in which the place of 
business or principal office of the taxpayer is lo- 
cated, and the county treasurers in turn apportion 
the revenue among ithe several cities, towns, vil- 
lages, schools or other special districts in which the 
taxpayer has its office or place of business. The 
apportionment to the various taxing bodies within 
the county is made by ascertaining the aggregate 
assessed valuation of taxable property in each town, 
village, school and other special district and by 
crediting to each of such taxing hodies such pro- 
portion of the tax as the assessed valuation of 
such district bears to the assessed valuation of all 
such districts. 

Under this method of apportionment the tax goes 
to the city, the town (township), the school dis- 
trict, and any other taxing district in which the tax- 
payer resides, the amount which each gets being 
determined by the assessed valuation of each. The 
dificulty with the apportionment is that it is made 
without regard to the needs of the various taxing 
bodies. Suppose, for example, that a taxpayer re- 
sides in the following taxing districts which are 
to share in the revenue and which have property 
valuations as follows: Village, $10,000,000; Park Dis- 
trict, $10,000,000 ; School district, $12,000,000 ; Mos- 
quito abatement district, $20,000,000; Township, 
$48,000,000 ; Total $100,000,000. Although the ex- 
penses of the park district may be much less than 
the village, the park district will get as much of the 
income tax which a taxpayer residing in these dis- 
tricts will pay. as the village does, namely, one- 
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tenth. The school district with its expenses at least 
double the village expenses (and in many cases 
several times the village expenses) gets slightly 
more than the village. What is still worse, this 
taxpayer would contribute twice as much to the 
mosquito abatement district as he would contribute 
to the village. He would contribute four times as 
much to the township funds as he would give to 
schools. 


Distribution to Localities Without Regard to 
Residence of Taxpayer 


There is also the method such as is used in New 
York in distributing a portion of the tax collected 
under the personal income tax. Under this method 
the revenue is apportioned to the county treasur- 
ers, “in the proportion that the assessed valuation 
of each county bears to the aggregate assessed val- 
uation of the real property of the state.” The 
county treasurer then apportions the amount re- 
ceived among the several towns and cities within 
the county in the proportion that assessed valuation 
of the real property of each town or city bears to the 
aggregate assessed valuation of the real property of 
the county. Under this method the place of resi- 
dence of the taxpayer is not a factor in the appor- 
tionment, even in determining the amount that goes 
to each county for apportionment. 

What has been said above in regard to appor- 
tionment based upon property valuations applies 
here—the revenue apportioned to a local district and 
the needs of such district do not bear the same ratio 
to property values. 


The Delaware Plan 

Under any system of apportioning the revenues to 
the local taxing bodies, whether it be by residence 
of taxpayer, property valuation, or a combination 
of residence and of property valuation, we can find 
no satisfactory plan. Furthermore, each method of 
apportionment is subject to the criticism that the 
tax is imposed by one authority and spent by others 
who have no responsibility as to the amount of the 
tax imposed. Each local taxing body may well say 
“we got the money from the state, we do not have 
to turn it back and we get more next year; let us 
spend it.” 

We hear much about our state tax system being 
out of date and unsuited to our present needs, but 
little that our state organization may be somewhat 
obsolete too. Is it not unlikely that our state sys- 
tem of government is in need of being reorganized 
to fit in with the new tax system? In Delaware, 
which has a personal income tax, the school system 
has been reorganized and is state financed. The 
income tax is levied for school purposes. 

The amount which the average taxpayer spends 
for schools is the largest single item on his tax bill. 
In the example given above, the schoo! district rate 
was 27.1 per cent of the total, and the high school 
rate was 18.1 per cent of the total. Over 45 per cent 
of this taxpayer’s tax is for schools. In this exam- 
ple, over 45 per cent of the taxpayer’s property taxes 
would be taken off the property tax bill and appor- 
tioned among those paying the income tax. 

The schools aside from being the largest single 
item of expense are also much easier to bring within 
the supervision of the state than any other group 
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of local taxing bodies. Furthermore education is a 
state duty. The state constitutions in most instances 
so provide. Even in a state like Connecticut where 
the constitution does not expressly provide for such, 
the Supreme Court has held that the duty of pro- 
viding for education is a responsibility resting upon 
the state. In speaking of such duty, the Court said: 


Both before and since the adoption of the constitution 
that duty was, and has been performed through the in- 
strumentality of towns, societies, and districts as the 
legislature from time to time saw fit. In so far as these 
subdivisions of territory of the state were used for the 
performance of this duty, they were the agents and in- 
struments of the state, liable to be changed at its pleasure 
and used by it from time to time solely because the object 
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in view in its opinion be more effectually and econor- 
ically accomplished through such agencies * * *.,” 


While there may be other institutions such as! 
health, care of paupers, etc., the expense of which 
might: be made an expense of the state instead of | 
the local communities, a large proportion of our 
tax burden can be placed upon a more equitable 
basis by first solving the school reorganization 
problem. 

In conclusion, we are again reminded that the 
mere enactment of a state income tax can not solve 
our state tax problem. The solution lies in finding 
the most equitable method for bearing the local tax 
burden. How can an income tax best be used to 
accomplish this purpose? 





Fate of Commissioner’s Determinations in 
Estate Tax Cases Before the Board 
CORRESPONDENT sends us the following 


interesting tabular analysis showing the out- 
come before the United States Board of Tax Appeals 
of the determinations of the Commissioner of In- 
ternal Revenue on various issues in cases involving 
the Federal estate tax. 

This table, we are informed, covers all Federal 
estate tax cases appearing in the published decisions 
of the Board from the commencement of its activi- 
ties under the Revenue Act of 1924 to and including 
January 20, 1930. It does not include any cases set- 
tled by agreement of the parties or otherwise disposed 
of except such cases as appear in the published decis- 
ions. The figures concerning various types of issues 
relate to the number of issues, whether one or more 
are in a given case, and not to the number of cases 
in which issues of the designated grou} are present. 

Cases 
No. decided No. decided 
Question Involved for for 


Commissioner Petitioner 
Total number of cases involving the Federal 


estate tax , i 231 
Cases where the question of jurisdiction was 

raised: 

Cases dismissed for lack of jurisdiction........ 1 

Cases in which jurisdiction was upheld...... 7 

| ae Ts ene eee ee 8 


Cases in which deficiency ¢ as determined by Com- 
missioner was revised by stipulation: 
Cases in which deficiency reduced.......... yA 
Cases in which deficiency increased 1 


Pe ot: on. Aiee te eu ae ees hy Ned 3 
‘Issues 
Transfers claimed to have been made in 
contemplation of death .............. *17 38 
Transfers claimed to have been taxable as 
effective at or after death............. 7 19 


Transfers in addition to those listed above 

alleged to have been made to take effect 

at or after death held not taxable on the 

ground that such a tax was unconstitu- 

tional (no decision as to effective date) 6 
Issues in which valuation shown in defi- 

ciency notice was approved or increased 38 
Issues in which valuation shown in de- 


ficiency notice Weis, POGUCER-.......6.6ss 39 
Miscellaneous issues ....... ts 81 108 
Issues abandoned by Commissioner...... 5 
fo ene See ee ee ee he ee ee eee 143 215 


* Of these seventeen transfers, only one was made more than two 
years prior to the date of death. 


Court Decisions 


Affiliated Corporations.—Two railroad corporations are 
held to have been affiliated during the years 1917 to 1920 
where one owned 74.09 per cent of the other, and the first, 
through its officers, directors, and officials, personally or by 
proxies, voted 98.7 per cent of all shares voted at all stock- 
holders’ meetings held during the taxable years, it further 
appearing that the two corporations had such a common 
object and interest as to be in fact a business unit and that 
their corporate entities could be disregarded with no di- 
vergent or conflicting interests among their stockholders. 
—District Court of the United States, No. Dist. of Ohio, 
Eastern Div., in Mahoning Coal Railroad Company and New 
York Central Railroad Company v. United States of America; 
Mahoning Coal Railroad Company v. C. F. Routzahn, Col- 
lector; Mahoning Coal Railroad Company v. United States of 
America; United States of America v. Mahoning Coal Com- 
pany, Nos. 14311, 15408, 15409, 15256. 

Average prewar net income of affiliated companies for the 
purpose of the war profits credit for 1918 is to be computed 
by determining the average consolidated net income for 
the years 1911, 1912, and 1913, where the stock ownership 
has been in substance the same’ since July, 1912. This 
method of the Commissioner’s is approved, rejecting the 
taxpayer's method of adding together the average prewar 
net income of the parent company for the three-year pe- 
riod and of the subsidiary for 1913, its only full prewar 
year.—United States Circuit Court of Appeals, Second Cir- 
cuit, in Diamond Shoe Company v. Commissioner of Internal 
Revenue. Decisions of Board of Tax Appeals, 15 BTA 826 
and 16 BTA 1069, affirmed. 


Where on October 1, 1920, a corporation, organized Sep- 
tember 14, 1920, by an exchange of stock share for share, 
acquired the entire stock of two other corporations, two 
consolidated returns must be filed for the year 1920, the 
fact that the stock of the three corporations was owned 
in equal parts by four individuals, not establishing affilia- 
tion of the three corporations during the entire year.— 
United States Circuit Court of Appeals, Seventh Circuit, in 
B. T. Couch Glue Co., by the Clarkson Glue Corporation, \V 
Commissioner of Internal Revenue. Decision of Board of 
Tax Appeals, 12 BTA 1321, affirmed. 


Federal Estate Tax.—Sections 202 (c) of the 1916 Act 
and 402 (d) of the 1921 Act, requiring inclusion in the pew 
estate of the decedent’s interest in property held by the 
entirety, are constitutional as imposing an indirect tax not 
requiring apportionment upon the passing to the survivor 
of the right of sole proprietorship, and being within the 
power of taxation granted to Congress, do not deprive tax- 
payers of property without due process of law.—Supreme 
Court of the United States in James E. Tyler, Jr., and W'il- 
liam G. Tyler, Administrators of the Estate of James T. Tyler 
v. The United States of America (428). The United States of 
America v. Provident Trust Company of Pennsylvania, and 
Charles Sinkler, Administrators, c. t. a. of the Estate of James 
K. Young, Deceased (546). Robert H. Lucas, Commissioner 
of Internal Revenue v. Girard Trust Company and Joseph L 
lVoolston, Executors of the Estate of Beulah H. J. Woolston, 
Deceased (547). Nos. 428, 546, and 547, Oct. term, 1929. This 
decision affirmed Circuit Court of Appeals decision, 33 


(Continued on Page 231) 
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Al THE instance of the Treasury Department a reso- 
lution (H. J. Res. 340) has been introduced into the 
House of Representatives which provides for the extension 
of the statutory period of limitations for one year for the 
assessment, refund and credit of taxes for the years 1927 
and 1928 in the case of married individuals in community 
property states, where such individual or his spouse filed 
a separate income-tax return and included in such return 
the income which, under the laws of the State, upon receipt, 
became community property. 

The proposed legislation is to protect the government 
pending the decision of the Supreme Court in a number of 
community property tax cases!. According to Undersecre- 
tary of the Treasury Mills, there are now approximately 
100,000 returns for the calendar years 1927 and 1928 being 
held in the Income Tax Unit awaiting the decisions of 
the Supreme Court in these cases. The request for an 
extension of the statutory period by one year anticipates 
that the court will have decided the issues involved within 
that time. 






XEMPTION of Treasury bills from the tax on capital 

gains and also from deductions for capital losses are 
provided for in a House resolution (H. R. 12440), sponsored 
by the Treasury Department. 

According to the report of the Ways and Means Com- 
mittee, “in order to ascertain capital gains or losses, as 
differentiated from the discount received on these Treasury 
bills, it is necessary that those dealing in the securities 
keep a complicated system of bookkeeping records, result- 
ing in such an enormous amount of detail that a very reai 
sales resistance has developed. 

“Although gains from the sale or other disposition of 
Treasury bills are subject to income tax, little or no reve- 
nue is to be anticipated therefrom because, unless the 
Treasury bill during its brief existence should happen to 
pass through the hands of men whose income is taxed at 
different rates, the gains and losses during the course of 
the 90 days will offset each other, with the result that so 
far as the Government is concerned there is no capital gain 
or loss. : 

“Treasury bills are bought mostly by corporations— 
which are, of course, taxed at the same rate. They are 
largely bought by banks, large insurance companies, and 
other corporations with funds to invest temporarily. More- 
Over, the maturity is so short and fluctuations are likely 
to move within such a narrow range that the amount 
involved on account of capital gains and losses is inconse- 
quential. : 

“On the last issue of Treasury bills there were no 
less than 17 different rates of discount, representing the 
different competitive bids that were accepted. In other 
words, on one issue of Treasury bills there were 17 dif- 
ferent rates of discount. The dealer who acquires those 
bills cannot treat them as one issue. 

“In order to arrive at the capital gain or loss, he must 
take each lot of Treasury bills sold at a particular discount 
rate and open an account for that particular lot, showing 
the price at which originally sold by the United States, the 
price paid by him for the bill, what he sold it for, and 

1On May 26, 1930 the United States Supreme Court granted writs of 
certiorari in the following community property cases: Hopkins v. 
Bacon, involving community income in Texas; Goodell v. Koch, which 
concerns community income in Arizona; Bender v. Pfaff, in which inter- 
pretation of the application of the community property law of Loui- 


Siana is involved; and Poe v. Seaborn, a case testing the effect of the 
Washington community property law on Federal tax liability. 
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Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
lished services—the sort of thing you get . 
by regular trips to Washington. Not tax 
news, nor digests of rulings, but brief re- 
ports of discussions which do not always 








































































































real help to ali tax men. Clients include 
tax practitioners and corporation officers. 


May we send you a copy of our latest 
letter? 









































CLIP THIS COUPON TO YGUR LETTERHEAD 
The Kiplinger Washington Agency, 
National Press Bldg., Washington, D. C. 


Please send me, without obligation, a compli- 
mentary copy of your bi-weekly tax letter. 
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what the accrued discount is for the period during which 
he held the security.” 


A DECISION of special,interest to a considerable num- 

ber of tax payers and tax practitioners was rendered 
by the United States Circuit Court of Appeals, Second 
Circuit, on May 19, in V. Loewers Gambrinus Brewery Co. 
v. Charles W. Anderson, Collector, which interprets the de- 
cision of the United Sates Supreme Court in Clarke v. 
Haberle Crystal Springs Brewing Co., 280 U. S. 384, to bar, 
deduction for obolescence of buildings as well as of good- 
will, where such obolescence is due to prohibition legisla- 
tion. The per curiam opinion says: 


“In view of the decision of the Supreme Court in 
Clarke v. Haberle Crystal Springs Brewing Co., 280 U. S. 
384; 74 L. Ed. 227, a deduction in the value of the build- 
ing for obsolescence may not be made. We can see no 
difference between tangible and intangible property with- 
in the principle of that case. It seemed plain to the 
Supreme Court that ‘when a business is extinguished as 
noxious under the Constitution the owners cannot de- 
mand compensation from the Government, or a partial 
compensation in the form of an abatement of taxes other- 
wise due,” and it also seemed “no less plain that Con- 
gress cannot be taken to have intended such a partial 
compensation to be provided for by the words ‘exhaustion 
or obsolescence.’ ” 





Ww: three dissents the Board of Tax Appeals held 
in the case of United Business Corporation of America 
v. Commissioner, Docket Nos. 24641 and 25149, that the cor- 
poration, which was formed to hold real estate and certain 
securities and was practically owned by one stockholder 
was availed of for the purpose of evading surtaxes. Dur- 
ing 1921, according to the findings of the Board, he bor- 
rowed from the corporation to the extent of $600,000 and 
the corporation in order to provide these loans became 
obligated upon notes payable in the amount of $460,000. 
The majority of the Board held that the manner in which 
the corporate funds were handled during the year 1921 estab- 
lished that the corporation was availed of for the purpose 
of preventing the imposition of surtax upon its stockholder 
and that it was therefore liable to penalty under the pro- 
visions of Section 220 of the Revenue Act of 1921. 


HOSE who are wondering if the Special Advisory 

Committee is slowing up in its work, might be inter- 
ested in the following disposition of cases by that Com- 
mittee since the first of the year. For the months 
indicated, the Committee has “considered to a conclusion” the 
following cases. 


COTO LEER 418 
EE Sc So a0cccots sas eo0e 383 
RE. «bile seid dns Wika een 479 
eer ere eee 510 


The settlements in the cases considered are running 
about 60 per cent. 

An announcement with respect to the consolidation of 
the settlement organizations of the Bureau of Internal 
Revenue is expected in a short time. This will probably 
take the form of placing the existing organizations under 
a single group rather than any material change of per- 
sonnel. 


A®* INTERESTING comparison of the tax burdens of 
British and American taxpayers, made by the British 
journalist, P. W. Wilson, was recently published in the 
New York Times. 

Because of the difference in tax exemptions it is pointed 
out that whereas in the United States only about one in 
forty-four pay a Federal income tax, one in ten of the 
population in Great Britain are subject to the British 
national income tax. Moreover, the average rate of taxa- 
tion is over twice as high in Great Britain. The average 
rate in the last fiscal year paid on incomes was approxi- 
mately 12% per cent of income return. In the United 
States the average rate is computed to be, about 5 per cent 
of income. With reference to exemptions Mr. Wilson says: 
“In the United States the limit of tax is $1,500 for sin- 
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gle persons and $3,500 for a head of a family. It is a high 
limit and very favorable to the small man. 


“In Great Britain the limit of exemption for an unmar- 
ried man is $675 and for married persons $1,125. The mar- 
ried man may also claim exemption up to one-sixth of his 
earned income, but not exceeding $1,250. For a married 
man with a salary of $3,500, at which figure he is exempt 
in the United States the éxemption in Great Britain 
would be $1,125 added to $583 or $1,708, and he would pay 
on income amounting to $1,792. 

“In Great Britain the tax last year was about $325 if the 
income were earned and about $460 if the income were un- 
earned. In the United States the tax works out at % of 1 
per cent on $4,000 less $3,500, or $500; that is $2.50, for 
which there is a deduction of 25 per cent, bringing the fig- 
ure below $2. 

“Take two married men with incomes respectively of 
2,000 pounds in Great Britain and $10,000 in the United 
States. On an earned salary of that amount the Briton 
paid last year $1,400 or on an unearned income about 
“In the United States the Federal tax works out at 
something over $50. In addition the State income tax of 
New York works out at $60.” ’ 

In the higher income ranges the exemptions, of course, 
are not so important: 

“On an income of 20,000 pounds or $100,000, the English- 
man has paid more than $35,000 and less than $40,000 a 
year. The American has paid about one-third of the 
amount paid by the Briton. On very high incomes, the 
British rate has risen to, say, 47 per cent approximately. 
But the United States schedule does not exceed 20 per 
cent on income above $100,000, however high that income 
may be.” 

The conclusion is drawn that besides being allowed more 
liberal exemptions the American taxpayer is granted much 
more liberal deductions from gross income. 


Direct comparison of tax burdens is complicated by the 
fact that in the United States many of the states have in- 
come taxes, but even with allowance for the state income 
taxes the American taxpayer is still relatively lightly taxed. 


“Broadly, we may say,” the article says, “that the total 
taxation in the United States, Federal, State and local, 
is $12,000,000,000, a figure which includes the corporation 
tax and the customs duties. In Great Britain the corre- 
sponding figure is $5,000,000. Per capita, this works out 
at $100 for the United States and $110 for Great Britain. 
If the total income of the United States be $90,000,000,000, 
and of Great Britain $15,000,000,000, this works out at a tax 
of 13 per cent on income in the United States, compared 
with 33 per cent on income in Great Britain. 

“An important difference between the two countries is 
that Great Britain controls four-fifths of her taxation 
through the Treasury and only one-fifth through local au- 
thorities, while in the United States only one-third of the 
taxation is Federal, two-thirds being levied by States and 
authorities within the States.” 





ee for ten months of the current fiscal year 
issued by the Treasury Department show receipts of 
$3,201,203,000 and expenditures of $3,346,355,000, or a deficit 
of $145,151,000. A small surplus, however, was predicted 
for the entire fiscal year. The deficit on April 30, 1929, 
was $102,075,244. Receipts represented a gain of $101,000,000 
and expenditures an increase of $144,000,000 over the same 
period of the fiscal year 1929. 

The gross public debt April 30 was $16,393,734,000, a de- 
crease of about $802,000,000 in a year and $10,200,000,000 
since the debt was highest, Aug. 31, 1919. Of the total 
public debt, interest on $28,477,080 has ceased and investors 
are losing hundreds of thousands of dollars annually. A 
varied selection of bonds, some antedating the Civil War, 
interest on all of which ceased prior to April 1, 1917, are 
still outstanding. The principal outstanding issues on whicli 
interest has ceased are $10,532,900 of the Third Liberty 
Loan of 1928, $6,377,100 in Treasury certificates, $5,977,850 
of the Second Liberty Loan of 1927 and $1,825,200 in Treas- 
ury saving certificates. The Treasury has made every effort 
to get this outstanding debt redeemed, in the case of the 
Liberty bond retirements having arranged nation-wide ra- 
dio hook-ups to advise investors that interest would cease. 
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With the exception of customs receipts the important 
sources of revenue show gains over last year. Income and 
corporation taxes netted $1,850,245,000, for an increase of 
$118,000,000, and miscellaneous internal revenue $514,272,700 
an increase of $16,000,000. These latter taxes include those 
on tobacco and cigarettes, which were substantially larger 
than last year. Customs receipts were $463,108,300, a drop 
of $38,000,000. 

With the exception of interest and refund of internal 
revenue receipts, all items of expenditures show increases. 
General expenditures, which take in the operation of the 
departments, bureaus and establishments, were $1,901,265,900, 
an increase of $181,000,000. The Federal Farm Board 
contributed heavily to larger costs. 

Issues of new securities amounted to $3,062,923,107, a de- 
crease of $1,405,000,000, while retirements were $3,600,277,421, 
a decline of $1,276,000,000. In both new issues and 
retirements the major portions were certificates of indebt- 


edness. Nearly a half billion dollars in Treasury notes was 
retired. 


Me HARRY LE ROY JONES has recently resigned 
as special attorney in the Office of the General Coun- 
sel and is now associated with Brewster & Ivins, Wash- 
ington, D. C. 


ft League of Municipalities Finance and Taxation 
Committee, after a six months study of problems be- 
setting municipalities in Florida, has offered recommenda- 


tions for a five-point program to relieve the situation as 
follows: 


1. A sales tax on non-essentials with major portions of 


receipts to be allocated to Florida municipalities. 

2. All construction programs of state highway depart- 
ment be canceled and only sufficient amount of gasoline 
tax and automobile tax necessary for maintenance of pres- 
ent highways and matching of federal appropriations be 
allotted to highway department, and that so much of said 
taxes as are now devoted to new construction be allocated 
to municipalities for use in payment of bond debts. 

3. A reduced rate of taxation on intangibles be provided 
in accordance with the constitutional amendment adopted 
several years ago, the major portion to be allotted to mu- 
nicipalities. 

4. All personal property taxes be paid as condition pre- 
cedent to issuance of business licenses. 

5. Strict economy and elimination of all unnecessary de- 
partments and employes of cities. 

The resolution approved by the committee will be pre- 
sented to the Florida League of Municipalities semi-annual 
meeting at St. Petersburg, June 27. 


Amendments of Regulations 
(Continued from Page 216) 
section 413 of the Revenue Act of 1928”—T. D. 4290; IX- 
18-4623, p. 15. 
Initiation Fees 

Articie 41 of Regulations 43 is hereby amended by adding 
the following as the fifth paragraph thereof, viz: 

“Installments paid by a club member on or after June 
29, 1928, in satisfaction of obligations incurred by him prior 
to that date for the price of a bond, stock or certificate rep- 
resenting an interest in club property, the purchase of 
which was required as a condition precedent to membership 
therein, are not subject to the terms of Section 501(a)2(d) 
of the Revenue Act of 1926, added by Section 413 of the 
Revenue Act of 1928.”—T. D. 4290; IX-78-4624, p. 15. 


Inspection of Returns 

Paragraph 13 of Treasury Decision 3856 (being regula- 
tions prescribed by the Secretary and approved by the 
President, as amended, applicable to the inspection of re- 
turns under the Revenue Act of 1928 and prior Revenue 
Acts), is amended by adding at the end thereof the follow- 
ing new sentence: 
_ “The Secretary of the Treasury, upon such conditions and 
limitations as he may impose, is authorized to permit the 
inspection of returns, upon the written request of the 
Secretary of Commerce, by such officers and employees as 


the Secretary of Commerce may designate, for statistical 
purposes.” 
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Significant Decisions of the Board 
of Tax Appeals 


Affiliated Corporations—Returns.—Where return of in- 
come was made on a separate basis for 1922 by corpora- 
tions which were affiliated, returns for 1923 shall be upon 
the same basis where no permission to change the basis 
has been granted by the Commissioner.—B. Mifflin Hood 
Brick Co. v. Commissioner; B. Mifflin Hood Brick Co. v. 
Commissioner; Legg Brick Company v. Commissioner. Dec. 
6016 [C. C. H.], Docket Nos. 34459, 34460, 34461. 


Affiliated Corporations—Taxability of Interest Received 
on Tax Refunds.—In 1926 a corporation, owned by and 
affiliated with petitioner, received a large refund of. Fed- 
eral income and profits taxes, overpaid in prior years, to- 
gether with $1,409,856.46 interest thereon. Held, that such 
interest did not represent “interest upon the obligations 
of the United States” within the meaning of Section 213 
(b) (4) of the Revenue Act of 1926, and was consequently 
not subject to the exemption provided by that section, 
and must be included in the consolidated taxable income 
of the affiliated corporations for 1926. Kansas City Southern 
Railway, et al., Dec. 5189, 16 B. T. A. 665.—American Vis- 
cose Corporation v. Commissioner; The Viscose Company v. 
Commissioner; Viscose Corporation of Virginia v. Commis- 


sae Dec. 6045 [C. C. H.], Docket Nos. 33953, 3912 and 
9113. 


Bad Debt Reserve—Deduction for Addition to.—On De- 
cember 28, 1920, the petitioner was carrying certain bonds 
on its books at an amount considerably in excess of their 
then market value. As a result of an examination by a 
state bank examiner, and in accordance with the direction 
of the Secretary of Banking, the petitioner, on February 
3, 1921, added $15,000 to its reserve for depreciation on 
these investments. The Commissioner’s determination 
that the petitioner may not deduct this amount in 1921 
as a reasonable addition to a reserve for bad debts ap- 
proved.—South Hill Trust Company v. Commissioner, Dec. 
5998. Docket No. 26252. 


Bonus to Employees Contingent on Continuance of Serv- 
ice, Deduction for on Accrual Basis.—Where petitioner 
accrued on its books during a taxable year certain sums 
for the payment of a bonus to employees, but the liability 
and payment thereof was dependent on the continuance 
of the employee in petitioner’s service until a date in the 
following year: Held, that the bonus is not deductible 
in the year in which accrued, but in year when liability be- 
came fixed and payment was made.—Horn & Hardart Bak- 


ing Company v. Commissioner, Dec. 5999 [C. C. H.], Docket 
No. 32383. 


Capital Expenditure.—Petitioner as lessor paid a real 
estate broker’s commission for procuring the above lease. 
Held that such commission does not constitute a deductible 
expense in the year paid, but is a capital expenditure 
which is deductible pro rata each year as the lease is ex- 
hausted. Bonwit Teller & Co., 17 B. T. A. 1019, and Julia 
Stowe Lovejoy, 18 B. T. A. 1179, followed.—James M. Butler 
v. Commissioner, Dec. 6003 [C. C. H.], Docket No. 34730. 


Commission paid to secure a long-term lease is not an 
ordinary expense but is a capital expenditure ratably 
deductible from income over the term of the lease.—Roby 
Realty Company v. Commissioner, Dec. 5992 [C. C. H.], 
Docket No. 40493. 


Gross Income of Individuals, Deductions from.—Insur- 
ance premiums, paid by one partner on a policy on his 
own life in which the other partner was named as bene- 
ficiary, are not allowable deductions from gross income 
when such expenditures are not shown to have been or- 
dinary and necessary expenses of carrying on such part- 
ner’s business.—Joseph Nussbaum v. Commissioner; S. D. 
Binge v. Commissioner, Dec. 6029 [C. C. H.], Docket Nos. 
44974, 44975. 


Installment Sales.—In the case of an installment sale 
of mortgaged realty the amount of the mortgage must 
be deducted from the original agreed consideration to ar- 
rive at the total contract price in order to fix the basis 
for computation of the percentage of profit—S & L Build- 
ing Corporation v. Commissioner, Dec. 6019 [C. C. H.], Docket 
No. 36950. 
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In the early part of 1925 the petitioner sold certain real 
estate owned by him for $70,000 receiving in payment 
therefor $17,000 in cash and four promissory notes for 
$13,250 each, payable in one, two, three and four years 
from date and which wefe secured by a first mortgage 
on the property sold. Later and during 1925 the petitioner, 
in part payment of certain other real estate purchased 
by him about that time, transferred at their face value 
the two notes having the latest maturity dates. Held that 
the petitioner is not entitled to report the profit realized 
from the sale of the property on an installment basis.— 
E. E. Chapman v. Commissioner, Dec. 6028 [C. C. H.], Docket 
No. 40036. 


Insurance Companies, Taxation of.—l. The petitioner 
is entitled to a deduction for each of the years 1923 to 
1926, inclusive, of four per cent of the mean of the re- 
serve funds required by law and held at the beginning 
and end of each taxable year undiminished by the amount 
of exempt interest received. National Life Insurance Com- 
pany v. United States, 277.U. S. 508. 

2. Reserves maintained by a mutual life insurance com- 
pany on account of dividends declared upon participating 
policies and left with the company to accumulate are 
not “reserve funds required by law” within the meaninz 
of the Revenue Acts. 

3. Resérves maintained for premiums paid in advance 
are not “reserve funds required by law” within the mean- 
ing of the Revenue Acts.——Midland Mutual Life Insurance 
Company v. Commissioner, Dec. 6013 [C. C. H.], Docket 
Nos. 22069, 31175, 32357. 


Invested Capital—With Members Phillips and McMahon 
dissenting, the Board held that where, as in the 
instant case, deductions for depreciation are computed up- 
on a basis in excess of the value which may be included 
in invested capital under Section 311 of the Revenue Act 
of 1918, the difference between the depreciation computed 
on such basis and the depreciation computed upon the 
value allowable for invested capital purposes may not 
be included in invested capital as realized appreciation.— 
A. M. Byers Company v. Commissioner, Dec. 5990 [C. C. H.], 
Docket No. 7451. 

Invested capital should not be reduced by taxes of 
prior years, which have been abated or barred by limita- 
tion, but should be proportionately reduced by taxes for 
previous year when such tax becomes due and payable.— 
Electric Appliance Company v. Commissioner, Dec. 6002 [C. 
C. H.], Docket No. 28543. 


Mortgage Fees.—Commissions and fees for securing loans 
on mortgages are not deductible in full in the year when 
paid or incurred, but should be spread proportionately 
over the life of the mortgages and when the mortgages 
are paid off or the property sold and the mortgage as- 
sumed by a third person, the unamortized portion of such 
mortgage fees may be charged off and deduction taken 
from gross income.—S & L Building Corporation v. Com- 
missioner, Dec. 6019 [C. C. H.], Docket No. 36950. 


Net Loss—Deductions for by Husband and Wife—A 
husband and wife filed a joint return for 1921 and separate 
returns for 1922. The husband, when considered sep- 
arately, had a business loss for 1921, whereas the wife 
had nontaxable income. Held that, in determining the 
net loss of the husband for 1921 which may be carried 
forward and allowed as a deduction in computing his net 
income for 1922, the business loss of the husband for 
1921 should be reduced by the nontaxable income of his 
wife for the same year.—Samuel G. Adams v. Commissioner ; 
Edmund F. Leland v. Commissioner; Harry P. Bradford v. 
Commissioner, Dec. 6011 [C. C. H.], Docket Nos. 29433, 
31402, 29434, 31400. 

Net Loss Distinguished from Other Loss.—A loss sus- 
tained by the majority stockholder and president of a 
corporation sustained in 1921 as a result of having to pay 
certain notes of the corporation which he had endorsed 
and other losses sustained in 1921 and 1922 on the sale 
of stock of the corporation were held not to constitute 
net losses within the meaning of Section 204 (a) of the 
Revenue Act of 1921.—R. P. Clark v. Commissioner, Dec. 
6026 [C. C. H.], Docket No. 34824. 


_ Net Loss of Member of Affiliated Group, Deduction for 
in Computing Consolidated Net Income.—The remainder 
of a net loss in 1922, after deducting the net income of the 
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same taxpayer for 1923, is allowable as a deduction in com- 
puting net income for the third year, 1924, and the result- 
ing net income or loss should be considered in full in 
arriving at the consolidated net income of a consolidation 
of which the 1922 loser is a member, even although such 
member has a loss for 1924 previous to deducting the net 
loss for 1922. Moore Cotton Mills Co., 17 B. T. A. 622, and 
Alabama By-Products Corporation, et al., 18 B. T. A. 919, 
followed.—The Buckie Printers’ Ink Co. v. Commissioner, 
Dec. 6044 [C. C. H.], Docket No. 40500. 


Patents, Exhaustion of.—A corporation is not entitled to 
any deduction for the exhaustion of patents owned by its 
sole stockholder and used by it with his permission but 
without payment or obligation to pay for the use thereof.— 
Uncasville Manufacturing Company v. Commissioner, Dec. 
6043 [C. C. H.], Docket Nos. 9968 and 11117. 


Pennsylvania Ground Rent—Taxation of.—Where the 
petitioner sold real estate in Pennsylvania for part cash 
and for the balance reserved a ground rent, which the 
purchaser agreed to pay and extinguish on or before a 
fixed date, and which ground rent had a fair market value 
of the unpaid portion thereof, held that this constituted a 
taxable transaction in the year indenture was ‘made.—The 
Pennsylvania Company for Insurances on Lives and Granting 
—_— v. Commissioner, Dec. 5996 [C. C. H.], Docket No. 
32055. 

Property Exchanges.—In the reorganization of a corpor- 
ation 7,545 of its 15,800 shares of common stock were 
purchased from stockholders for $754,515 in cash; 2,114 
shares were exchanged for 14,125 shares of the common 
stock of a new corporation organized to acquire and con- 
duct the business of the old. The remainder of the com- 
mon stock of the old corporation was acquired by the new, 
at varying rates, in exchange for its common, or preferred 
stock and cash, or for common and preferred stock with- 
out cash. Held, under the facts shown, that the petitioner, 
who, as a result of individual bargain, received both cash and 
stock in exchange for his stock in the old corporation, was not 
a distributee of taxable dividends within the provisions of 
Section 203 (d) (2) of the 1926 Revenue Act—William 
aa v. Commissioner, Dec. 6014 [C. C. H.], Docket No. 

The transfer by members of a syndicate of their un- 
divided interest in certain oil leases to a corporation in 
exchange for shares of the capital stock of the corporation, 
resulted in taxable income under Section. 202 (b) of the 
Revenue Act of 1918.—J. D. Bigger v. Commissioner, Dec. 
6017 [C. C. H.], Docket No. 16322. 


Sale of Containers With Product with Agreement to 
Repurchase Containers—Computation of Gain or Loss— 
1. The proceedings having been set down for further hear- 
ing for the purpose of permitting a recomputation of the 
deficiencies upon the basis laid down in the opinion at 15 
B. T. A. 1127, it developed that the evidence given at the 
original hearing was inaccurate. Findings modified and 
previous decision reversed. 

2. A company sold cement in cloth bags. It charged its 
customers for said bags at a fixed price and agreed to 
redeem them at the same price. Held that there had been a 
sale of such bags, gain or loss on which is to be computed as in 
the case of any other sale. The agreement to redeem has 
no greater effect upon taxable income than any other con- 
tract to purchase goods.—LaSalle Cement Company v. Com- 
missioner; Alpha Cement Company v. Commissioner, Dec. 
6015 [C. C. H.], Docket Nos. 22453, 34708. 


Property Sales—Computation of Gain or Loss.—Peti- 
tioners in their 1924 tax return claimed as a deduction 
against income derived from operation of an apartment 
house depreciation sustained on same prior to its sale 
in that year. The Commissioner allowed the deduction as 
claimed and in the same amount reduced the basis for de- 
termining the gain from the sale. 

The petitioners now insist their action in claiming de- 
preciation deduction as stated was erroneous—that such 
depreciation, occurring in the year of sale of the apart- 
ment house, had no place as an item in the 1924 return. 
Held: No error committed and action of the Commissioner 
approved.—Herbert & Sara Simons v. Commissioner, Dec. 
6000 [C. C. H.], Docket No. 40976. 

Railroads—Taxable Income.—The petitioner and the Di- 
rector General of Railroads each claimed that the other 
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was indebted upon accounts arising out of the use of the 
petitioner’s properties during the period of Federal control. 
A lump-sum settlement or compromise was reached in 
1923, whereby the petitioner paid to the Director General 
$50,000 and each cancelled his claim against the other. 
On the evidence, held, that as a result of said settlement the 
mined by the respondent, and the said amount did not ac- 
crue to the petitioner during Federal control but constituted 
income for 1923, the year in which the final settlement was 
effected. The facts of this case held to distinguish it from 
decision in Southeastern Express Co., 19 B. T. A. 490, and 
to bring it within the decision in Lehigh & Hudson River 
Railway Co., 13 B. T. A. 1168.—Kentucky & Indiana Termi- 
nal Railroad Company v. Commissioner, Dec. 6055 [C. C. H], 
Docket No. 28081. 


Special Assessment.—The fact that a corporation was 
enabled to carry on its business with less capital than 
would have been required had it not had the benefit of a 
favorable arrangement with another corporation is no 
ground for special assessment when it appears that the 
capital as used in its business and recognized for statutory 
invested capital purposes is not other than normal for a 
business so carried on. Moses-Rosenthal Co., 17 B. T. A. 
622; Coca Cola Bottling Co. of Pittsburgh, 19 B. T. A. 267.— 
Electric Appliance Company v. Commussioner, Dec. 6002 
[C. C. H.], Docket No. 28543. 


Stock Dividends Taxable as Income.—Where a corpora- 
tion conveys part of its assets in exchange for stock of a 
par value equal to the book value of the property sold, 
and subsequently distributes the stock so acquired among 
its stockholders as a dividend, the distribution constitutes 
taxable income to the stockholders. 

The dividend was unqualifiedly made subject to the de- 
mand of Kathryn R. Ziliox in 1921 and is taxable to her in 
that year and not 1922, the year in which she actually 
received it—Sam F. Ziliox v. Commissioner; Kathryn R. 


Ziliox v. Commissioner, Dec. 5995 [C. C. H.], Docket Nos. 
22515 and 22516. 


Surplus Accumulation to Evade Surtax—Section 220.— 
If it is clear that a corporation is availed of for the purpose 
of preventing the imposition of surtax upon its stock- 
holders through the medium of permitting gains and 
profits to be accumulated instead of distributed, it falls 
within Section 220, whether the accumulations be large 
or small. Accumulations in excess of needs are evidence 
of purpose but not necessary. The purpose may appear 
from other facts.—United Business Corporation of America 
v. Commissioner; Burns Lyman Smith v. Commissioner, Dec. 
6020 [C. C. H.], Docket Nos. 24641, 25149. 


Taxable Income.—The petitioner purchased in fee cer- 
tain Ohio real estate. Subsequently he executed a lease 
for 99 years, renewable forever, covering this property. At 
the time the lease was executed the lessees paid the peti- 
tioner, in consideration of the execution of the lease, an 
amount of cash. Held that such amount was income to the 
petitioner in the year in which received and was not a 
return of capital—Edward E. Haverstick, 13 B. T. A. 837, 
and O’Day Investment Company, 13 B. T. A. 1230, followed. 
In the above mentioned lease the lessees contracted to 
pay a balance which petitioner owed upon the real estate. 
Held that such assumption by the lessees did not give rise 
to income to the petitioner at the time of the agreement 
in 1923, but that payments made under the agreement were 
income to the petitioner in the year in which paid. 

Under the agreement above referred to the lessees paid 
amounts in 1924 and 1925. Héld that, although the years 
1924 and 1925 are before the Board, these amounts may 
not be included in petitioner’s income for those years, since 
neither party has pleaded in this regard. Section 274 (e), 
Revenue Act 1926. 

Compensation received, under special contract, by the 
petitioner in 1925 from the city of Columbus, Ohio, for 
legal services in connection with certain gas litigation held, 
under the circumstances of this case, taxable income to 
petitioner.—Metcalf & Eddy v. Mitchell, 269 U. S. 314, and 
David A. Reed, 13 B. T. A. 513, followed. 

Petitioner as lessee under two 99-year leases, renewable 
forever, subleased the property covered by the two leases, 
in a single lease for 99 years, renewable forever. The sub- 
lessee paid petitioner a cash consideration in cash and 
notes good for their face value for the execution of the 
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sublease. Held that such amount constituted income to the 
petitioner in the year received—Edward E. Haverstick, 13 
B. T. A. 837, and O’Day Investment Company, 13 B. T. A. 
1230, followed. 

Upon the evidence held that a fee paid to a broker by 
the sublessee under the above sublease was not one of the 
considerations for the execution of the sublease and was, 
therefore, not income to the petitioner. 

Upon the evidence held that the amount of a check 
which was received by the petitioner in 1925 but was not 
cashed until 1926 was income to him in 1925.—James M. 
saa v. Commissioner, Dec. 6003 [C. C. H.], Docket No. 
34730. 

Transferees, Taxation of. —An Indiana corporation trans- 
ferred its entire assets to a Delaware corporation of the 
same name, subject to the assumption of liabilities, and its 
existence was finally terminated under the voluntary dis- 
solution law of Indiana. The respondent asserted a de- 
ficiency against it after the expiration of the limitation 
period and after dissolution, and later asserted liability for 
the tax against the transferee. Waivers were signed by the 
former secretary of the transferor which referred to the 
corporation in the body as of Toledo, Ohio, and contained 
no indication in the signature whether the corporation was 
the Indiana or the Delaware corporation, and the seal was 
omitted in one and the official designation of the signer 
was omitted in the other waiver. Held, the waivers were a 
nullity and the transferee was not liable for the deficiency 
in tax.—T. Warner Company, (a Delaware Corporation) v. 
Commissioner, Dec. 6030 [C. C. H.], Docket No. 22109. 

Transferees, Taxation of.—An association operating un- 
der a Massachusetts deed of trust, which deed of trust has 
not been cancelled, sustained a net loss in the year 1921. 
The petitioner, a corporation which was organized to take 
over the business of the association, is not entitled to de- 
duct such net loss from its net income for 1922, even 
though its stock was held by the same parties and in the 
same proportions as the shares of the association.—West 
Point Marion Coal Company v. Commissioner, Dec. No. 6048 
[C. C. Hu, Docket No. 23515. 


Trust Income—Allowance of Benefit of Depreciation of 
Trust Estate to Beneficiaries——On authority, inter alia, of 
Mary Roxburghe v. United States, 64 Ct. Cl. 223, (certiorari 
denied, 278 U. S. 598) and Abell et al. v. Tait, 30 Fed. (2d) 
54 (certiorari denied, 279 U. S. 849), the Board held that, 
under the Act of 1921, beneficiaries of a trust created by 
a will are not entitled to claim a deduction for depreciation 
of the trust estate, where they received the income un- 
diminished by the amount of the depreciation — Albert 
Taylor v. Commissioner; Gertrude R. Taylor v. Commissioner; 
Olivia Taylor Griffin v. Commissioner; Harold K. Taylor v. 
Commissioner; Ruth C. Taylor v. Commissioner; John Taylor, 
FP» Fe Commissioner, Dec. 59993 [C. C. H.], ‘Docket Nos. 
29055-29060. 

Valuation of Property.—The sworn categorial opinion of 
the taxpayer corporation’s officers, standing alone, is in- 
sufficient to establish that the ultimate facts (in this case, 
the March 1, 1913, value and the probable useful life of 
property) support a lower profit or a higher allowance for 
depreciation and obsolescence than that determined by the 
respondent. 

4. The taxpayer must prove the correct ultimate facts 
which will support its claim, and if the respondent use 
values shown on the books which do not accurately show 
factors of cost, it is not enough for the taxpayer merely 
to thus indicate a weakness in his method of determination. 
—Uncasville Manufacturing Company v. Commissioner, Dec. 
6043 [C. C. H.], Docket Nos. 9968 and 11117. 


RULINGS OF THE BUREAU OF INTERNAL 
REVENUE 


Closing Agreements.—The right to examine the tax- 
payer’s books is not affected by the execution and approval 
of a closing agreement. An investigation may be made by 
the Bureau at any time to determine whether there is any 
fraud or malfeasance, or misrepresentation of a material 
fact in connection with the execution of an agreement un- 
der Section 606 of the Revenue Act of 1928.—G. C. M. 6894; 
IX-17-4612, p. 2. 

Where the report of a revenue agent sets out an amount 
which is stated to represent the tax liability of the tax- 
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payer and a closing agreement is duly executed upon the 
basis of this report, a mistake in one of the items included 
in the report can not be said to constitute a misrepresenta- 
tion of fact upon which the agreement may be set aside.— 
G. C. M. 7549; IX-16-4604. ’ 


Credits of Individuals Against Net Income.—The text of 
Mimeograph 3800, 1X-16-4603, p. 4, relative to the method 
of computing the personal exemption where the status of 
the taxpayer changes during the year is presented in full. 

Reference is made to subsections (c) (d), and (e) of 
Section 25 of the Revenue Act of 1928, which are as fol- 
lows: 

(c) Personal exemption.—In the case of a single person, a personal 
exemption of $1,500; or in the case of the head of a family or a mar- 
ried person living with husband or wife, a personal exemption of $3,500. 
A husband and wife living together shall receive but one personal 
exemption. The amount a such personal exemption shall be $3,500. 
If such husband and wife make separate returns, the personal exemption 
may be taken by either or divided between them. 

(d) Credit for dependents.—$400 for each person (other than hus- 
band or wife) dependent upon and ag bape his chief support from 
the taxpayer if such dependent person is under 18 years of age or is 
incapable of self-support because mentally or physically defective. 

(e) Change of status.— 3 

(1) The credit for dependents shall be determined by the status 
of the taxpayers on the last day of his taxable year. : 

(2) The personal exemption allowed by subsection (c) of this 
section shall, in case the status of the taxpayer changes during his 
taxable year, be the sum of an amount which bears the same ratio 
to $1,500 as the number of months during which the taxpayer was 
single bears to 12 months, plus an amount which bears the same ratio 
to $3,500 as the number of months during which the taxpayer was a 
married person living with husband or wife or was the head of a family 
bears to 12 months. For the purpose of this paragraph a fractional part 
of a month shall be disregarded unless it amounts to more than half 
a month, in which case it shali be considered as a month. 

(3) In the case of an individual who dies during the taxable year, 
the personal exemption and the credit for dependents shall be deter- 
mined by his status at the time of his death, and in such case full 
credits shall be allowed to the surviving spouse, if any, according to 
his or her status at the close of the taxable year. z ‘ 

Reference is also made to articles 291 to 295, inclusive, 
of Regulations 74, interpretative of the above-quoted pro- 
visions of the Act. at 

Under the above-quoted provisions of the Act and the 
articles of Regulations 74 interpretative thereof, it is to be 
borne in mind that— 


(1) In no case may a husband and wife who are living 
together on the last day of the taxable year receive a 
greater joint personal exemption than $3,500; 


(2) An individual who dies during the taxable year is en- 
titled to a personal exemption of $1,500 or $3,500 according 
to his or her status at the time of death; 


(3) Where an individual dies — the taxable year, 
the surviving spouse is entitled to full credits according 
to his or her status at the close of the taxable year. This 


may be illustrated by the following examples: 

Example 1. <A, the husband, and B, the wife, were married on 
January 1 and lived together until December 1, the date of B’s death. 
A’s status was that of a single person on December 31, the close of the 
taxable year. Regardless of whether B’s income was sufficient to re- 
quire the filing of a return in her behalf, the personal exemption of 
B is $3,500 and the personal exemption of A, the husband, would be 
that of a single person, or $1,500. 

Example 2. A, the husband, and B, the wife, were married on 
January 1 and lived together until January 31, the date of B’s death. 
A remained single until November 1, on which date he married C, and 
he was living with his wife, C, on December 31. Regardless of whether 
B’s income was sufficient to require the filing of a return in her behalf, 
the personal exemption of B is $3,500, and inasmuch as A was living 
with his wife, C, on December 31, his personal exemption also would 

e $3,500. 


(4) The status of a taxpayer under section 25 of the Act 
may be either the $1,500 status in the case of a single per- 
son or a married person not living with husband or wife, 
or the $3,500 status in the case of a married person living 
with husband or wife or the head of a family. A married 
person living with husband or wife who by reason of 
death or separation becomes a single person or a married 
person not living with husband or wife, changes from the 
$3,500 status to the $1,500 status. A married person living 
with husband or wife who by reason of death or separation 
ceases to be a married person living with husband or wife 
but is the head of a family does not change his status, inas- 
much as both before and after the death or separation he 
was in the $3,500 status. In the case of a single person who 
marries a person who is the head of a family, the personal 
exemption of the single person prior to marriage is merged 
in that of the head of the family. These statements may 
be illustrated by the following examples. 

Example 1. A was head of a family from January 1 to June 1, on 


which date he married a single person. The joint personal exemption 
in this case is $3,500. 
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Example 2. The head of a family ceased to have that status on 
June 1 by reason of the death of his dependent. He was married to 
a single person on July 1. The joint personal exemption in this case 
is $3,458.33; that is, 11/12 of $3,000 for the period during which the 
$3,500 status existed, plus 1/12 of $1,500 for the husband during the 
month that he was single, plus 1/12 of $1,500 for the wife during the 
month that she was single and her exemption was not merged in that 
of her husband. 

The provisions of this mimeograph, except as to amounts, 
are equally applicable under the Revenue Act of 1924 and 
the Revenue Act of 1926. Mimeograph 3288, dated Febru- 
ary 28, 1925 (C. B. IX-1, 40) and all other rulings incon- 
sistent with the principles herein laid down are to that 
extent modified. 


Inquiries regarding this mimeograph or procedure in 
connection therewith should refer to the number of the 


. mimeograph and the symbols IT: E: RR. 


Consolidated Returns—Revenue Act of 1926.—No adjust- 
ment to the gain or loss basis of a subsidiary corporation’s 
stock in the hands of the parent corporation is permissible 
on account of the prior gains of the subsidiary, whether 
such gains are reported in a consolidated return or in a 
separate return, or on account of the prior losses of the 
subsidiary where the losses are reported in a separate re- 
turn, but an adjustment to the gain or loss basis of a sub- 
sidiary corporation’s stock in the hands of the parent 
corporation is necessary where the losses of the subsidiary 
are reported in a consolidated return and used as an offset 
against the income of the parent corporation and it appears 
that the losses could not have been availed of by the sub- 
sidiary as net losses or otherwise had its income been re- 
ported in separate returns instead of being reported in a 
consolidated return—G. C. M. 7765; IX-18-4620, p. 7. 


Deductions Allowable to Corporations.—A part of the 
deductions for business expenses claimed by the M Bank 
in its return for 1926 was disallowed on the ground that 
the taxpayer had some tax-exempt income. 


Held, the disallowance as a deduction of a portion of the 
nonsegregated business expenses solely because of the ex- 
istence of some tax-exempt income was improper. The 
decision in the case of Victor G. Marquissee et al., 11 B. T. A. 
334, is not applicable-—G. C. M. 7668; IX-17-4610, p. 6. 


Earned Income Credit.—The full text of Mim. 3802, IX- 
18-4617, p. 2, relative to determination of earned income on 
professional fees under the Revenue Act of 1928 follows: 


Under Section 31 of the Revenue Act of 1928 an indi- 
vidual is entitled to claim against the tax computed on his 
net income a credit of 25 per cent of the tax which would 
be payable if his earned net income constituted his entire 
net income. Earned income under the statute means wages, 
salaries, professional fees, and other amounts received as 
compensation for personal services actually rendered. 


Under existing rulings it has been held that professional 
fees in order to constitute earned income must be received 
as compensation for personal services actually rendered, 
and in some instances taxpayers performing professional 
services who employ assistants in their offices have been 
denied the right to include all of the professional fees up 
to the statutory limit of $30,000 as earned income. In 
Mimeograph 3471, C. B. V-2, 16, the following statement 
appears: 

If the business requires only a nominal capital and the income is 
derived principally from the personal services of the taxpayer, as a 
doctor or lawyer, the entire profits, not exceeding $20,000 [$30,000 
under Revenue Act of 1928], may be considered as earned income. 
* * * If a taxpayer is engaged in the practice of a profession on 
his own account and employs an assistant over whom he exercises 
only a perfunctory supervision, the profit resulting from the labor of 


such assistant can not be regarded as earned income by the employer 
unless his total net income is less than $5,000. 


It was not intended to deny the taxpayer the right to 
consider the entire amount received as professional fees as 
earned income if the taxpayer is engaged in a professional 
occupation, such as a doctor or a lawyer, even though the 
taxpayer employs assistants who perform part or all of 
the services, provided the clients or patients are those of 
the taxpayer and look to the taxpayer as the responsible 
person in connection with the services performed. 

This mimeograph will also apply to income received as 
professional fees from a professional partnership, even 
though the partnership employs assistants who work on a 
salary basis, provided the clients or patients are those of 
some active member of the partnership and look to some 
active member of the partnership as responsible for the 
services performed. 
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This mimeograph should not be construed as applying to 
“any trade or business” in which both personal services 
and capital are material income-producing factors. 

The provisions of this mimeograph are also applicable 
to the determination of the earned income credit on 
amounts received as professional fees under the provisions 
of Section 209 of the Revenue Acts of 1924 and 1926. 

Mimeograph 3471 is amended in so far as it is inconsis- 
tent with this mimeograph. 

Any inquiries made in regard to this mimeograph should 
refer to the number of the mimeograph and the symbols 
IT: E: RR 

Federal Estate Tax—Acts of 1924 and 1926.—A, a resi- 
dent of Florida, died on November 30, 1924, leaving a will 
by which he directed that his interest in the partnership 
of B & Co. should continue for a period of two years. 

Held, that the estate of A was a member of a new part- 
nership formed on December 1, 1924, and that the estate’s 
proportionate part of the profits of such partnership during 
its continuance, whether distributed or not, was income 
to the estate.—G. C. M. 7616; 18-19-4628, p. 4. 


Gasoline Tax—South Carolina—The gasoline tax im- 
posed by the State of South Carolina is deductible for 
Federal income tax purposes only by the oil company 
which pays it and not by the consumer. If, however, the 
tax is added to or made a part of the business expense of 
such company, it can not be deducted by it separately as a 
tax.—G. C. M. 7925; IX-19-4627, p. 2. 

The motor fuel tax imposed by the State of Colorado 
under the provisions of chapter 139, Laws of Colorado, 
1929, is deductible for Federal income tax purposes by the 
dealer and not by the consumer. If, however, such tax 
is added to or made a part of the business expenses of 
such dealer, it can not be deducted by him separately as 
a tax.—I. T. 2534; IX-16-4602, p. 2. 

Installment Sales of Real Property.—A taxpayer whose 
activities consist in selling roofs already constructed and 
in selling roofing material and attaching it to buildings, 
may not be treated as engaged in the sale or other dispo- 
sition of real property with'n the meaning of Section 
212 (d) of the Revenue Act uf 1926.—-G. C. M. 7871; IX-17- 
4609, p. 4. 

Non-deductible Items—Premiums on Business Insur- 
ance—1926 Act.—The taxpayer and an insurance company 
entered into a blanket insurance contract under tl ¢ terms 
of which policies were issued to employees of tl:2 tax- 
payer, the premiums being paid by the taxpayer. The 
beneficiaries were designated by the insured and joined 
with the insured in assigning the policies to the taxpayer. 
The master contract and assignment expressly reserves 
to the taxpayer the exclusive right to terminate the pi licy. 

Held, inasmuch as the taxpayer is indirectly a beneficiary, 
to the extent that it may terminate the policies at will 
without the consent of the employees and receive the cash 
surrender values, the premium payments are not allowable 
as deductions in determining its net income.—G. C. M. 
7997; 1X-20-4645, p. 7. 

Rentals—Acts of 1921 and Subsequent Acts.—The de- 
cision of the Board of Tax Appeals in the case of IV. S. 
Bogle & Co., Inc.) 5 B. T. A. 541, C. B. VIII-1, 5, should be 
construed as being applicable only to those cases in which 
no part of the royalties paid in any one year is credited 
to future production of ore—G. C. M.; I1X-20-4643, p. 2. 

Sales and Transfers, Taxable.—Ruling No. 6, Cumula- 
tive Bulletin IV-1, page 338, is hereby amended so as to 
read as follows: 

“Where stock is transferred from the name of a decedent 
to the estate of the decedent, thus: ‘From ‘John Doe’ to 
Estate of John Doe, deceased.’,” Taxable, unless it be 
shown that due to local law, the transfer is, in effect, to 


the executor or administrator, as such.—G. C. M. 5711; IX- 
19-4635, p. 35. 


Transfers in Trust After December 31, 1920.—The basis 
of property acquired by a transfer in trust after December 
31, 1920, without a valuable consideration, is the cost of 
the property to the grantor, if cost is his basis, and not 
the value as of the date of transfer in trust. The words 


*In the Bogle case there was involved payment under a lease of 


a royalty of five cents for each ton of coal mined and a minimum 
Toyalty of $1,666.67 per month. The Board held that the minimum 
royalties constitute rent and are allowable deductions. 
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“increased in the amount of gain or decreased in the 
amount of loss recognized to the grantor upon such trans- 
fer,” etc., contained in Section 113 (a)3 of the Revenue 
Act of 1928, apply to a situation where property is trans- 
ferred in trust for a valuable consideration. Under such 
circumstances the excess of the consideration received 
for the transfer over the cost or other basis of the property 
to the grantor should be used to increase the basis of the 
1 tated acquired and vice versa.—I. T. 2536; 1X-20-4644, 
p. 5. 


Court Decisions 
(Continued from Page 224.) 


Fed. (2d) 724 (Maryland) which reversed District Court 
decision, 28 Fed. (2d) 887. It reversed Circuit. Court of 
Appeals decision, 35 Fed. (2d) 339 (Pennsylvania) which 
affirmed the lower court’s decision. 

Income paid to the residuary legatee of an estate in 
process of administration for which the estate too no 
deduction is taxable to the legatee and not to the estate.— 
United States Circuit Court of Appeals, Second Circuit in 
Samuel Riker, Executor, v. Commissioner of Internal Revenue. 
Decision of Board of Tax Appeals, 16 BTA 193, affirmed. 

Notes given by a decedent to his children prior to his 
death and paid out of his estate are held deductible from 
gross estate, consideration for the giving of such notes 
being presumed under Pennsylvania law and such pre- 
sumption not having been overcome by evidence offered 
to show that the notes were given to equalize payments 
to his children and not for a valuable consideration. — 
District Court of the United States, Mid. Dist. of Penn. in 
Phebe Carter Robinson, Executrix of the Last Will and Testa- 
ment of P. P. Carter, deceased, v. David W. Phillips, Collector 
of Internal Revenue. No. 1864, June term, 1926. Decided 
May 19, 1930. 

Bad Debts.—Deduction for a debt that has become partly 
worthless is held allowable for 1921 with respect to Imperial 
Russian Government 6% and 5% per cent bonds purchased 
in 1916 and 1917 at par—Court of Appeals of the District 
of Columbia in Commonwealth Commercial State Bank 
(Detroit, Mich.) v. Robert H. Lucas, No. 4941. Decision of 
Board of Tax Appeals, 13 B. T. A. 467, reversed. 


Bill of Exceptions, Certification of.—Proposed bill of 
exceptions were refused certification; the court holding 
that it was filed too late where the bill was presented more 
than a year after the filing of the court’s memorandum 
decision and more than two months after the signing of 
the findings, pursuant to the pertinent rules of the court 
which are analyzed.—United States District Court, West- 
ern District of Washington, So. Div., in Mutual Lumber 
Company, a corporation, v. Burns Poe, Collector, No. 6220. 


Capital Stock Tax.—Corporation engaged in acquiring 
and unifying the management of other corporations en- 
gaged in the theatrical business was “doing business” so as 
to be liable for the capital stock tax under the 1921 and 
1924 Acts.—District Court of the United States, No. Dist. 
of Ill, East Div., in Orpheum Circuit, Inc., v. Mabel G. 
Reinecke, Collector of. Internal Revenue, No. 35491. 


Community Incomeé.-——The following questions raised in 
the case of Fred O. Goodell, Collector, v. I. B. Koch, 
No. 5794, have been certified to the United States 
Supreme Court by the United States Circuit Court of 
Appeals for the Ninth Circuit: 

“1) Under the provisions of Sections 210 and 223 (b) 
of the Revenue Act of 1926 must the entire community 
income of a husband and wife domiciled in Arizona be re- 
turned and the income tax thereon paid by the husband? 

“(2) Has the wife under Sections 3848 and 3850, Re- 
vised Statutes of Arizona, 1913, such an interest in the 
community income that she should separately report and 
pay tax on one-half of such income?” 


Excise Taxes.—Sales of motor vehicles constructed for 
use as either hearses or ambulances, but in the pleadings 
stipulated to be “combination hearses and ambulances,” 
are held to be taxable at 5 per cent as “other automobiles” 
rather than at 3 per cent as “automobile trucks and auto- 
mobile wagons,” pursuant to Section 900 of the 1918 and 
1921 Acts and the regulations thereunder.—Court of Claims 
of the United States in The Sayers and Scovill Company, a 
Corporation, v. The United States, No. J-563. 












































































































































































































































































































































































































































































































































































































































































































232 





Insurance Companies, Taxation of.—Farmers and Mer- 
chants Mutual Life and Casualty Association is held not 
exempt from tax as a “like organization” under the 1916, 
1918, and 1924 Acts since,life insurance is not similar to 
hail, cyclone, and fire insurance, etc., which are mentioned. 
—District Court of the United States, Dist. of Kansas, 
Sec. Div., in The Liberty Life Insurance Company, a Cor- 
poration, Substituted as Successive Plaintiff to The Farmers 
and Merchants Mutual Life and Casualty Association, a Cor- 
poration, v. W. H. L. Pepperell, Collector. 


Interest Deductions on Accrual Basis.—Interest payable 
at an annual rate at the maturity of an indebtedness ex- 
tending over several years may not be deducted by a tax- 
payer on the accrual basis at the time of payment, but 1s 
deductible in the years in which it accrues.—United States 
Circuit Court of Appeals, Fifth Circuit, in Miller & Vidor 
Lumber Company v. Commissioner of Internal Revenue, No. 
5754, Decision of Board of Tax Appeals, 15 B. T. A. 948, 
affirmed. 


Invested Capital.—On the facts, it is held that invested 
capital for fiscal years 1918 and 1919 should not be reduced 
to provide for a greater rate than 4 per cent on furniture 
and fixtures used by a retail clothing company in leased 
premises for the period from 1906 to the beginning of the 
fiscal year 1918. 


Where on November 1, 1917, it became known that the 
useful life of furniture and fixtures would be only 17 more 
= obsolescence deductions were allowable on that 

asis. 

Advances made to a taxpayer for the construction of a 
new store building are held to constitute borrowed capital 
and to be no part of invested capital.—District Court of 
the United States, Western Dist. of Mo., in Townsend- 
Ueberrhein Clothing Company, a corporation, v. Noah Crooks, 
Collector of Internal Revenue for the Sixth District of 
Missouri, No. 1055. 


Transactions are held to be a reorganization within the 
provisions of Section 331 of the 1918 Act, where all of the 
stockholders of a corporation acquired all of the stock 
of a new corporation and immediately thereafter all of the 
assets and business of the old corporation were transferred 
to the new corporation and the stockholders of the old 
corporation remained in control of the stock of the new 
corporation for considerable time thereafter. The invested 
capital of the new corporation should therefore be com- 
puted in accordance with the provisions of that section.— 
Court of Appeals of the District of Columbia in W. A 
Sheaffer Pen Company v. Robert H. Lucas, No. 4838. De- 
cision of Board of Tax Appeals, 9 B. T. A. 842, affirmed. 


It is held that if the actual value of timber properties 
paid in for stock was in excess of the valuation assigned 
for transfer purposes, the excess value may be included in 
invested capital as paid-in surplus under Section 326 (a) 
(3) of the 1918 Act even though the payor was not actually 
a stockholder, if a court of equity on the facts would have 
treated the payor as such. It is further held, however, that 
the petitioner has not established such excess where there 
was no Satisfactory evidence as to the cash value of the 
properties when acquired, the fact that the Commissioner 
in 1924 had determined the quantity of timber on March 1, 
1913, and the value of the properties as of that date for 
depletion purposes not being conclusive as to the actual 
cash value when acquired.—United States Circuit Court of 
Appeals, Fifth Circuit, in Tall Timber Lumber Company v 
Commissioner of Internal Revenue, No. 5776. Board of Tax 
Appeals decision, 16 B. T. A. 300, affirmed. 


Jurisdiction of District Court.—District Court denies 
jurisdiction as to an equity suit brought by the Govern- 
ment to recover income taxes for 1920 to 1923 out of prop- 
erty turned over to a trustee under a certain trust agreement, 
where it appeared that the subject matter of the suit had 
previously been taken over by a State court by reason of 
an action brought herein.—District Court of the United 
States, No. Dist. of Ohio, E. Div., in United States of Amer- 
ica v. Gerhard A. Tenbusch, Anna M. Tenbusch, Marguerite 
Tenbusch, Joseph M. Tenbusch, Mary Tenbusch, Frank L. Ten- 
busch, Advance Improvement Company, Guardian Trust Com- 
pany. In Equity No. 3017. 

Long-term Contract—Basis of Reporting Income.— 
Where a-rpartnership consisting of the taxpayer and 
another on May 15, 1919, started work under a long-term con- 
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struction contract on the cost plus basis and the partnership 
continued construction work until the end of its fiscal year on 
March 31, 1920, the work thereafter being carried on by the 
taxpayer until December 8, 1920, when the contract was 
terminated, the taxpayer was entitled to report in his 
1920 calendar year return all the profits attributable to him 
from the construction, such use of the long-term basis 
prescribed by Article 36 of Regulations 45 being allowable, 
even though actual settlement under the contract was not 
made until 1921.—District Court of the United States, W. 
Dist. of Missouri, in J. R. Vansant v. Noah Crooks, Collector 
of Internal Revenue, No. 6898. In effect reversing decision 
of Board of Tax Appeals, 4 B. T. A. 58. 


Loss, Deductible.—Loss is denied for 1920 on account of 
machinery purchased to fill certain orders which were cance!- 
led because the machines were not delivered in time to fill 
them, the machines then being oiled and stored, the fact 
that there was no market for such surplus machines not 
establishing that they were abandoned during the year, in 
view of the fact that they were not obsolete and could 
have been substituted for any of the machines in operation. 
—United States Circuit Court of Appeals, Sixth Circuit, in 
Flexible File Co. v. Commissioner of Internal Revenue. 


The lessor under a long-term lease is not entitled to 
deduct the unextinguished cost of a building as a loss in 
the year of its demolition by the lessee to make way for a 
new building to be paid for by the lessee under the terms 
of the lease—United States Circuit Court of Appeals, 
Second Circuit, in Anahma Realty Corporation v. Commis- 
sioner of Internal Revenue. Decision of Board of Tax 
Appeals, 16 B. T. A. 749, affirmed. 


Non-taxable Income.—No taxable income was realized 
by the stockholder of a bank with which two other banks 
were merged under the charter of the first bank, whose 
name was changed and whose capital stock was increased, 
the taxpayer receiving for each share of his original stock 
one and one-third shares of stock in the merged bank—on 
the authority of Eisner v. Macomber, 252 U. S. 189.— 
United States District Court, East. Div. of East. Jud. Dist. 
of Mo. in Anna L. Siegel and St. Louis Union Trust Com- 
pany, Executors of the Estate of Alfred J. Siegel, Deceased, 
v. United States of America, No. 8575. Board of Tax Ap- 
peals decision, 4 B. T. A. 186, in effect reversed. 


Obsolescence.—Deduction for obsolescence of good will 
or of tangible assets of a brewery arising from prohibi- 
tion legislation is held not allowable for'1918 or 1919, on 
authority of Clarke v. Haberle Crystal Springs Brewery Co., 
280 U. S. 384—United States Circuit Court of Appeals, 
Second Circuit, in V. Loewers Gambrinus Brewery Co. v. 
Charles W. Anderson, individually and as Collector of Inter- 
nal Revenue of the United States of America. Decision of 
lower court reversed. 


Partnership Income.—(1) The Board has no authority 
to prescribe the year or years to which the Commissioner 
shall apply a credit for an overpayment of tax for an earlier 
year not before it. 

(2) Commissioner’s determination that a business to 
which the parties in interest referred as a partnership, was 
conducted as a partnership, was approved in the absence 
of evidence as to the nature of the enterprise. Gain derived 
by a member upon the sale in 1919 by the members of the 
firm of their interests in the enterprise was fixed in the 
difference between the sale price, the claim for the sale 
price being held to be worth face, and the cost to the 
partner increased by his distributive share in the partner- 
ship profits from the last accounting period to the date of 
the sale. 

(3) Partner owning a one-forty-eighth interest in a 
partnership is taxable on his entire distributive share of the 
income of such partnership, even though he had entered 
into an agreement whereby certain individuals paid to him 
a proportionate part of the cost of his interest and were to 
receive a like share in the profits therefrom, such agree- 
ment, at most, resulting in a subpartnership for the di- 
vision of the partner’s share of the partnership profits. 


(4) An exchange within the meaning of Section 202 (b) 
of the 1918 Act was effected where a Texas partnership in 
1919 organized a Texas joint-stock association, and trans- 
ferred partnership property to trustees thereof to hold in 
trust for the members of the association in exchange for 
shares of stock of the association, resulting in taxable gain 
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in the difference between the fair market value of the 
stock and the statutory basis of the property transferred. 

(5) Fair market value of shares of stock of a joint stock 
association received in exchange for a lease, such shares 
constituting all the outstanding stock of the association 
when exchanged for the lease, is fixed at the price paid for 
the lease purchased at public auction fifteen days before the 
exchange.—United States Circuit Court of Appeals, Fifth 
Circuit, in T. B. Noble and Mrs. T. B. Noble v. Commis- 
sioner of Internal Revenue, No. 5703. Board of Tax Appeals 
decision, 12 B. T. A. 1419, affirmed. 

Petitions to Board of Tax Appeals, Filing Limit.—Action 
of Board of Tax Appeals in dismissing a petition is 
approved, where it was not filed with the Board until the 
6lst day after the mailing of the deficiency notice by the 
Commissioner, the 60th day not being Sunday. The mail- 
- of the notice at 4:45 o’clock p. m. of a given day starts 
the 60-day period from that day and not from the following 
day—Court of Appeals of the District of Columbia, in 
Robert W. Chambers v. Robert H. Lucas, Commissioner, 
No. 4928. Dismissal of petition by Board of Tax Appeals, 
Docket No. 3372, affirmed. 

Property Acquired Under Will—Computation of Gain 
or Loss on Sale of.—Value at the date of death of the 
testator is the basis for determining gain or loss on the 
sale by a residuary legatee in 1921 and 1923 of property 
acquired under the will—United States Circuit Court of 
Appeals, Ninth Circuit, in Commissioner of Internal Revenue 
v. Nellie B. McGee. Mandate, which reverses the decision 
of the Board of Tax Appeals, 13 B. T. A. 4494, rendered 
without opinion. The Court upheld the Commissioner’s 
determination. The Board held that under Section 202 (a) 
(3) of the Revenue Act of 1921, the proper basis, in the 
circumstances of this case, is the fair market value at the 
date of distribution. The testator died on April 12, 1919. 
The date of distribution of the estate was December 1, 
1920. Certain shares of stock in the estate had a value 
ae higher on the date of distribution than on April 12, 
1919, 

Value of stock acquired by inheritance at date of de- 
cedent’s death in 1914, not value at date of distribution in 
1915, is the basis for determining gain or loss upon liquida- 
tion of the corporation in 1921.—United States Circuit 
Court of Appeals, Seventh Circuit, in David H. Blair, Com- 
missioner V. Julius C. Moser, et al. Decision of Board of Tax 
Appeals, 12 B. T. A. 672, reversed. 

Reserves, Deductions for.—‘‘Reserves for returns” set 
up by a publishing company for the fiscal years 1920 and 
1921 are held not deductible, where they covered magazines 
that might be returned within a certain time under a con- 
tract with a distributor. Such a deduction is not_allowed 
by the statute—Court of Claims of the United States in 
Readers Publishing Corporation v. The United States, No. 
H-208. In consideration of the general rule under the 
statute governing deductions for reserves, the opinion 
says: 

“We are of the opinion that the statute contemplated 
that only such deductions should be made from gross in- 
come as'are allowed by the statute and no deductions for 
reserves are allowed specifically. These so-called re- 
serves are not deductible as business expenses, for the very 
good reason that expenses in order to be deductible must 
have been paid or incurred during the taxable year. The 
statute does permit reserves to be deducted but in excep- 
tional cases, such as insurance companies. It is also to be 
noted that the ‘reserves for returns’ on the plaintiff’s 
books are not allowable deductions because they were 
not actual reserves. A real reserve should represent an 
actual obligation, and the reserves set up in this case do 
not represent obligations for the years involved. As 
stated, they are reserves in addition to the actual returns 
of unsold copies of magazines and the number of mag- 
azines that would be returned in these reserves was not 
capable of definite determination in advance. The 
amounts set up as reserves in its books are therefore a 
mere estimate or guess. Whether the plaintiff’s books 
were kept on an accrual or cash basis, deductions to be 
allowed must be absolute in character. The reserves 
claimed by the plaintiff do not represent any fixed or deter- 
minable obligation but only a possible liability that would 
accrue, if ever, in some future year. See McCauley-Ward 


Motor "Supply Co. v. Commissioner, 10 B. T. A. 394.” 
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Revocable Trust—Taxation of Income.—The taxation of 
the 1924 income of a revocable trust to the grantor, under 
the 1924 Act, is not unconstitutional though the trust was 
created prior to the enactment of the 1924 Act and the 
income was paid over to the grantor’s wife.—Supreme 
Court of the United States in Charles A. Corliss v. Frank K. 
Bowers, Collector, No. 344, October term, 1929. Decision of 
the Circuit Court of Appeals, Second Circuit, 34 Fed. (2d) 
656, affirmed. 

State Inheritance Taxes—A state may not impose a 
transfer or inheritance tax upon such intangible personal 
property owned by a nonresident as credits for cash de- 
posited in local banks, coupon bonds issued by the United 
States and promissory notes constituting debts from resi- 
dents to nonresidents, the bonds and notes being physic- 
ally present in the state, but not having a business situs 
there. Farmers Loan & Trust Company, decided January 6, 
1930, followed—United States Supreme Court in Thomas 
A. Baldwin et al. v. State of Missouri. The right of a state 
to tax either the interest which a mortgagee as such may 
have in land lying therein, or a transfer of that interest, 
was not involved in this case. 

Statute of Limitations.—Suit for recovery of 1918 taxes is 
held barred by the statute of limitations where it was 
brought more than five years after payment of the tax and 
more than two years after rejection of a refund claim, a 
second refund claim filed subsequently not being effective to 
extend the taxpayer’s rights, where it raised no new issue 
not presented in a previously rejected claim, involved no 
additional assessment made subsequent to such rejection, 
and could not possibly occasion a reopening of the tax- 
payer’s tax liability. The Commissioner’s rejection of the 
second claim was without legal significance.—Court of 
Claims of the United States in B. Altman & Company v 
The United States, No. K-298 

Suit is dismissed for recovery of a tax, timely assessed, 
collection of which was stayed by the filing of a claim of 
abatement and was later made after the statutory period, 
it being held that the word “stayed” in Section 611 of the 
1928 Act is to be applied in its ordinary sense.—Court of 
Claims of the United States in Second National Bank of 
Saginaw, Saginaw, Michigan, Trustee of Estate of Welling- 
ton R. Burt, Deceased, v. The United States, No. K-47. 

Where a notice of a deficiency was mailed to the tax- 
payer prior to the expiration of the statutory period, and 
an appeal to the Board was filed within the prescribed 
time, under Section 277 (b) of the 1924 Act, the time for 
assessment of tax is extended until a final decision by the 
Board on the entire tax liability is made. Where the 
Board orders a redetermination under Rule 50 after allow- 
ing the deduction claimed by the taxpayer in his appeal, 
the assessment period is extended on the entire amount 
of the deficiency as proposed by the Commissioner in his 
original sixty-day letter, including items the disallowance 
of which was not appealed. A separate assessment of tax, 
before the expiration of the five-year period (for 1919), 
based on the items not appealed, is not ay tee gee 
United States Circuit Court of ‘Appeals, Ninth Circuit, 
Charles H. Sooy v. Commissioner of Internal Revenue, No. 
5946. Decision of Board of Tax Appeals, 10 B. T. A. 493, 
affirmed. 

Assessment of a deficiency for 1918 is held not barred, 
where the deficiency notice was mailed on November 27, 
1925, within the statutory period as extended by waivers 
which provided for further extension should appeal be 
made to the Board.—Court of Appeals of the District of 
Columbia in Nelman-Marcus Company v. Robert H. Lucas, 
No. 4914. Decision of Board of Tax Appeals, 11 B. T. A. 
1036, affirmed. 

Motion to strike the petition in an action at law for re- 
covery of 1919 taxes paid in 1920 is granted, where the 
action was brought more than five years after such pay- 
ment, and where, as to one issue, the Commissioner had 
not yet acted on a claim for refund relative thereto; as to 
a second issue, the record was not clear whether the refund 
claim had been rejected; and, as to a third issue, the record 
was not clear as to whether a refund claim had been filed 
and rejected——United States District Court, Dist. of New 
Jersey, in Central Railroad Company of New Jersey, New 
York and Long Branch Railroad Company, Newark Ware- 
house Company, v. United States of America. 

Equity suit brought by the United States to collect in- 
come taxes for 1917, 1918, and 1919 from the statutory liqui- 
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dators of a corporation who had distributed all of its assets 
where, although timely assessments of additional taxes were 
made prior to June 2, 1924, dismissed suit was not brought 
within five years after the return had been filed, as re- 
quired by the 1918 Act, section 278 (d) of the 1924 Act, 
extending the period for collection being held not to apply 
to an assessment made prior to the enactment of the 1924 
Act. It is held that the defendant’s failure to plead the 
statute of limitations would prevent consideration of that 
feature, were it not for the provisions of section 1106 (a) 
of the 1926 Act “extinguishing the liability,” the repeal of 
that section by section 612 of the 1928 Act being held not 
to “revive a dead liability or create a new obligation.” “A 
retrospective operation will not be given to a statute which 
interferes with antecedent rights, or by which human ac- 
tion is regulated, unless such be ‘the unequivocal and in- 
flexible import of the terms, and the manifest intention of 
the legislature.’”—Supreme Court of Pennsylvania for the 
Western District in A. T. Wettengel v. O. D. Robinson, F. B. 
Parriott, E. D. Robinson, W. B. Beecher, and C. L. Kerr, trus- 
tees, Appellants. Also appeal of the United States of Amer- 
ica. Nos. 94 and 97, March term, 1930. 

Taxes Paid by Lessee for Lessor Income to Lessor.— 
Income and excess profits taxes paid in 1919 and 1920 by a 
lessee railroad for a lessor railroad under a lease believed 
to require such payment, but which as a matter of law did 
not require it, are held not to constitute income to the 
lessor pursuant to the definition of income as laid down 
in Eisner v. Macomber, 252 U. S. 189.—District Court of the 
United States, No. Dist. of Ohio, Eastern Div., in Mahon- 
ing Coal Railroad Company and New York Central Railroad 
Company v. United States of America; Mahoning Coal Rail- 
road Company v. C. F. Routzahn, Collector of Internal Reve- 
nue, Defendant; Mahoning Coal Railroad Company v. United 
States of America; United States of America v. Mahoning 
Coal Railroad Company. Nos. 14311, 15408, 15409, 15256. 

Taxable Income—State Employees.—An attorney ap- 
pointed by the Attorney General of Pennsylvania and paid 
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from funds duly appropriated for payment of services and 
expenses of attorneys to assist the Attorney General in 
inheritance tax litigation is not a state employee, and his 
compensation for such services is not exempt.—Supreme 
Court of The United States in Robert H. Lucas, Commis- 
sioner of Internal Revenue v. David A. Reed, No. 462. Oct. 
term, 1929. Decision of Court of Appeals, Third Circuit, 34 
Fed. (2d) 263, which overruled the Board of Tax Appeals, 
13 B. T. A. 513, reversed, upon the authority of Lucas y. 
Howard, 280 U. S.—(decided December 9, 1929), and Metcalf 
& Eddy v. Mitchell, 269 U. S. 514. 

Taxable Period Change of.—Where individuals who kept 
no books of account filed returns for fiscal years ending 
March 31, 1920 and 1921, the Commissioner was authorized 
to change the taxable years to calendar years. Since re- 
turns filed in May, 1921, covered only three months of the 
calendar year 1921, the statutory limitation period within 
which the tax for that year was required to be assessed 
did not begin to run from the filing of the fiscal year return. 
—United States Circuit Court of Appeals, Eighth Circuit, 
in E. F. Stevens, H. O. Stevens, C. R. Stevens, and Sadie A. 
Stevens, and E. F. Stevens, Executor, Estate of W. A. Stevens, 
v. Commissioner of Internal Revenue. Decision of Board of 
Tax Appeals, 14 BTA 360, affirmed. 

Transferees, Taxation of.—Collection by a suit brought 
under the trust fund doctrine against the transferees of 
corporate assets more than six years after assessment of 
corporate taxes for a taxable period ended June 30, 1917, 
for which period no return was filed as required by the 
Act of October 3, 1917, assessed against a dissolved cor- 
poration in January, 1920, on the basis of an audit of Gov- 
ernment agents, is barred under section 278 (d) of the 
1926 Act. There is no provision in section 280 of the 1926 
Act which affects the limitation on suit in such a case.— 
Supreme Court of the United States in The United States 
of America v. Nelson B. Updike, et al. No. 340, October 
term, 1929. Decision of Circuit Court of Appeals, 32 Fed. 


(2d) 1, affirmed. Appellate Court affirmed the District 
Court decision, 25 Fed. (2d) 746. 


Valuation of Property—The value of the taxpayer's 
former residence at the time it was leased for profit in 
1916 is based on the testimony of witnesses competent to 
appraise the property, in preference to the sale price three 
months later. Where the witnesses for the taxpayer arrive 
at a slightly higher value than those for the Government, 
the average of the two figures is used. Loss on the sale 
in 1917 is allowed in the difference between cost in 1903 
and selling price, both cost and selling price being less 
than the value on the date the property was leased for 
business purposes.—District Court of the United States, 
District of Conn. in Henry Bradley Plant, et al. Executors 
of the Will of Morton F. Plant, Deceased, v. James J. Walsh, 
Collector, No. 2761 Law. 


Contract received in 1916 as part consideration from the 
sale of stock is held to have had no fair market value when 
received. The contract provided for payment of 60 cents 
per ton on all iron ore to be mined by a corporation. 
Gain is not realized by the taxpayer until the aggregate 
payments received by her shall have exceeded the March 
1, 1913, value of the shares of stock originally held by her, 
and the value at the time of her mother’s death of that 
part of the latter’s interest in the contract inherited by the 
taxpayer. The Commissioner’s action (approved by the 
Board) of treating a proportionate part of each payment 
received as income, is determined to be erroneous.— 
United States Circuit Court of Appeals, Second Circuit, in 
Julia Andrews Bruce v. Commissioner of Internal Revenue. 
Decision of Board of Tax Appeals, 5 BTA, 300, reversed. 


Petitions for Review Denied by Supreme 
Court 





Live Stock National Bank v. U. S—The United States 
Circuit Court of Appeals, Eighth Circuit, held’ that the ac- 
tion of the Commissioner in denying special assessment 
under the provisions of either Section 210 of the 1917 Act 
or Sections 327 and 328 of the 1918 Act is reviewable only 
by the Board of Tax Appeals and not by a court, on the 
authority of IWVilliamsport Wire Rope Co. v. U. S., 277 U.S. 
55. 


1 Decision rendered November 14, 1929. No. 8610. Oct. term, 192). 
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Newman, Saunders & Co., Inc. v. The United States.—In 
denying a writ of certiorari, the Supreme Court upheld the 
decision of the Court of Claims? that Section 204 (a) 8 of 
the 1924 Act does not violate the Constitution in provid- 
ing for the use of the transferor’s basis as to property ac- 
quired after December 31, 1920 by a corporation where the 
property is transferred to the corporation solely in ex- 
change for its stock and where immediately after the 
exchange the transferor is in control of the corporation 
etc. The tax involved was construed not to be a capital 
levy but a deferred tax upon profits, the levy of which 
was within the power of Congress. 

Plumer v. Lucas.—Act of Supreme Court in not granting 
a review in this case affirms the decision of the United 
States Circuit Court of Appeals, First Circuit, in which it 
was held that payments made to estate of a deceased part- 
ner pursuant to the partnership agreement, representing a 
share of the profits earned after decedent’s death [the busi- 
ness thereafter being conducted by the surviving partners] 
should not be deducted from partnership income distrib- 
utable to the surviving partners, since the partnership 
agreement was construed as having provided for the sale 
or the interest of the deceased partner to the surviving 
partners. 

Ely & Walker Dry Goods Company v. United States of 
America—The Supreme Court declined to review the de- 
cision of the United States Circuit Court of Appeals, Eighth 
Circuit, 34 Fed. (2d) 429, that the deficiency comprised by 
the Commissioner’s acceptance of an offer covering “all civil 
and criminal liability” in connection with a taxpayers return 
for a taxable year constituted an entire, single liability, 
an action for recovery of the tax apart from the penalty 
being barred. 

Fesler v. Lucas——The Supreme Court’s denial of a writ 
of certiorari affirmed the decision of the Circuit Court of 
Appeals, Seventh Circuit,* that securities, substantially all 
of which consisted of bonds, parts of small issues under- 
written locally (Chicago), not listed on any exchange but 
of which quotations of bid and asked prices were pub- 
lished, received by the taxpayers in 1923 as part considera- 


2 Decided December 23, 1929. No. J-194. 
3 Decided February 25, 1930. No. 4235, Oct. term, 1929. 
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tion for the exchange of other securities had a “readily 
realizable market value,” resulting in taxable gain under 
Section 202 of the 1921 Act. 

Magee v. Percival—Denial by the Supreme Court of a 
writ of certiorari affirms the decision of the Court of 
Claims* that the plaintiff did not have a vested right to 
bring suit to recover taxes despite the repeal of Section 


1106 (a) of the Act of 1926 and the provisions of 611 of the 
Act of 1928. 


Mortgage Guaraniee Co. v. Welch—In denying review in 
this case the Supreme Court upheld the decisions of the 
United States Court of Appeals, Ninth Circuit, that where 
a mortgage insurance corporation engaged in making loans 
on real estate, receiving in return promissory notes se- 
cured by mortgages or deeds of trust, deposits these secu- 
rities with a trust company and sells undivided shares 
therein and issues certificates therefor to the purchasers, 
such certificates are subject to stamp tax under the 1924 
and 1926 Acts, inasmuch as they are held to be corporate 
securities within the meaning of taxing statutes. 


Business Reorganizations and the Income Tax 
(Continued from Page 211.) 


received by A be treated as an ordinary dividend sub- 
ject to surtax only, or is it properly taxable at both 
normal tax and surtax rates as a gain from the ex- 
change of property? 

So far as the corporations are concerned, if we 
apply the provisions of Section 112 (d), and assume 
that the transferor corporation does not distribute the 
money received from the Y Corporation, the transac- 
tion is controlled by paragraph (2) of subdivision (d) 
which reads: 


(2) If the corporation receiving such other property or 
money does not distribute it in pursuance of the plan of reor- 





4 Decided January 20, 1930. No. J-675. 
5 Decided February 10, 1930. No. 5819. 
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ganization, the gain, if any, to the corporation shall be recog- 
nized, but in an amount not in excess of the sum of such 
money and the fair market value of such other property so 
received, which is not so distributed. 

By way of illustration, the gain to the transferor 
corporation is computed as follows: 


Market value of 'Y Co.'stock ..255...:5.12.2: $100,000 
Cost value of X Co. assets 


bt OA. CULO SIG Et VAIN $ 75,000 


Under the terms of Section 112 (d) (2), the tax- 
able gain is only $50,000 although the arithmetical gain 
is $75,000. But under the provisions of paragraph (1) 
of subdivision (d), no taxable gain is recognized to 
the transferor corporation if it distributes the cash 
to its shareholders. But the question necessarily fol- 
lows as to how the shareholders should report the cash 
so received by them. Although the corporation had 
no accumulated earnings on hand at the time of the 
exchange it is evident that the cash received and dis- 
tributed represents realization of the appreciation in 
value of its properties transferred to the Y Corpora- 
tion, so that it may be maintained that the cash re- 
ceived by the shareholders represents a distribution 
of surplus resulting from the exchange, and therefore 
are subject to tax in the hands of the shareholders 
as an ordinary dividend and taxable at surtax rates 
only. On the other hand, shareholders in the trans- 
feror corporation might have held stock in that com- 
pany for two years, and might find it an advantage if 
they could regard the distribution as taxable at the 
capital gain rate of 12%4 per cent. It is difficult to 
state what is the correct interpretation of the statute, 
but the writer believes taxpayers should treat the cash 
received as an ordinary dividend unless it can be estab- 
lished that the distribution was actually out of capital 
or earnings accumulated prior to March 1, 1913. 


In G. C. M. 3827 [VII-2 C. B. 114]. there is illus- 
trated a plan of corporate reorganization which is held 
to be within the tax-free provisions of the statute re- 
lating to reorganizations. The transactions occurred 
in 1927 and therefore are controlled by the provisions 
of the Revenue Act of 1926, but their taxable status 
would be the same under the provisions of the Rev- 
enue Act of 1928. 


The plan provided for the acquisition of the taxpay- 
er’s business as a going concern by the O Company; 
for redemption of. the taxpayer’s outstanding pre- 
ferred stock, such redemption to be made out of cash 
to be received from the O Company; for the distri- 
bution of the preferred stock of the O Company to the 
taxpayer’s common stockholders; and for the formal 
dissolution of the taxpayer company. 


In accordance with the plan of reorganization, the 
properties of the taxpayer company were transferred 
to the O Company in exchange for cash and preferred 
stock of the latter company. The outstanding pre- 
ferred stock of the taxpayer company was then re- 
tired, the cash received from the O Company being 
used for this purpose. The expenses of dissolution 
were met out of the proceeds of the sale of shares 
of the O Company preferred stock. The taxpayer 
company then distributed to its common stockholders 
the remaining shares of the O Company preferred 
stock acquired in the reorganization, and formally 
dissolved. 





Gain 




































the 


ate. 
ash 
ab- 
ital 


jus- 
veld 


‘red 
ons 
tus 
ev- 


ay- 
ny ; 
pre- 
sash 
stri- 
. the 
‘mal 


the 
rred 
rred 
pre- 
| re- 
eing 
ition 
ares 
ayer 
iders 
rred 
nally 


June, 1930 


Since the O Company acquired all of the proper- 
ties of the taxpayer company, the transaction was a re- 
organization as defined by Section 112 (i) (1) (A) of 
the Revenue Act of 1928. Both corporations were 
parties to the reorganization. [Section 112 (i) (2)]. 

The taxpayer company, a party to a reorganization, 
received in exchange for its properties not only the 
stock and securities of another corporation, a party to 
the reorganization, but also money. This money was 
immediately distributed in its entirety to the taxpay- 
er’s preferred stockholders in pursuance of the plan 
of reorganization. Such distribution brings the case 
clearly within the terms of Section 112 (d) (1). There- 
fore, the taxpayer company realized no taxable gain 
from the exchange. 


The General Counsel’s memorandum does not state 
if the properties of the taxpayer company were trans- 
ferred subject to any existing liabilities, or whether 
the O Company assumed such liabilities. The writer 
assumes that as the plan contemplated the acquisition 
of the taxpayer’s business as a going concern that there 
probably were liabilities which the O Company thus 
became obligated to liquidate. If so, then this decision 
may serve as a precedent with respect to questions 
relating to the assumption of liabilities by transferee 
corporations parties to a reorganization. How to dis- 
pose of existing liabilities of the transferor is a prob- 
lem which frequently arises. 


There are no rulings or decisions particularly dis- 
cussing this difficult question, but it is suggested that 
the reader study G. C. M. 7472 which is reported in 
Internal Revenue Bulletin [X-11, at page 4. 


Business Books 


Aeronautical Law, by W. Jefferson Davis, pp. 541; Parker 
Stone & Baird Co., publishers, Los Angeles, Calif. ($10). 

The need for a work of this sort has been steadily 
developing since Colonel Lindbergh’s memorable New York 
to Paris achievement, the virtual starting point of Amer- 
ica’s air-consciousness. The author, whose previous publi- 
cation, “Radio Law,” has proven a valuable contribution 
to law literature, has in this new study furnished a com- 
prehensive guide to those entering the field of aeronautical 
law, enabling them to intelligently deal with those problems 
that are sure to confront the legal profession in the rapid 
development of aeronautics. 


The subject has been well handled. Part I deals with 
the “Scope of Federal and State Control of the Air”; Part 
II, “Ownership, Operation and Control of Airports”; Part 
III, “Regulation of Aircraft Carriers”; Part IV, “Liability 
and Insurance”; Part V, “International Agreements Rela- 
tng to Air Navigation,” “Federal Regulation of Aircraft,” 
and State and Territorial Aviation, Statutes and Regula- 
tions; Part VI, “Bibliography of Air Law.” 


Adoption of a uniform state aeronautical code is advo- 
cated by the author and due consideration is given to this 
phase of the development of pertinent legislation. Fortu- 
nately common sense has prevailed thus far in the adoption 
of regulations, the law being formulated by men well versed 
In aeronautics as well as law conforming to the practical 
requirements of the flying world and its patrons. 

The existing Federal regulations and the various state 


laws, as well as international legislation are given extensive 
consideration. 


Mr. Davis indicates by his latest publication that his 
reputation as a leading authority on law of the air is well 
founded. This volume should be of practical value to law- 
yers, operators and all others closely allied with the vast 
domain—the transportation of persons and property 
through the highways and byways of the sky. 


FRANK W. Kora 
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